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With this UNDERWOOD ELLIOTT FISHER ACCOUNTING MACHINE, 


each day’s work is completed and proved accurate each day. 


There is no need to worry about troublesome 
peak loads when you use this fast, simple, 
easy-to-operate Underwood Elliott Fisher 
Accounting Machine. 

Work doesn’t pile up at the end of the month 
because the records are posted, balanced and 
automatically proved accurate each day. 


Operators like the sémplicity of the Under- 
wood Elliott Fisher Machine. It has a Standard 
Typewriter Keyboard — electrified for fast, 
easy operation. There are only 10 numeral 
keys for all figure work. Balances and indi- 
vidual column totals—20 or more—are com- 
puted automatically. 

The Flat Writing Surface, an exclusive feature 
of Underwood Elliott Fisher Machines, facili- 
tates form handling and saves operator’s time. 


Underwood Corporation 


Accounting Machines...Adding Machines... 
Typewriters...Carbon Paper... Ribbons 
One Park Avenue New York 16, N. Y. 
Underwood Limited, 135 Victoria Street, 
Toronto 1, Canada 


Sales and Service Everywhere ©1949 
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Forms are inserted as quickly and easily as 
placing papers on your desk. And, the special 
Roll Carbon Paper feature eliminates the 
bother of handling loose sheets of messy 
carbon paper when posting to related records. 


You'll like the versatility of this machine, too. 
One machine can be used for several applica- 
tions, such as Accounts Receivable, Accounts 
Payable, Payroll Records, etc. It will save 
time, trouble and money in the Accounting 
Department. For full details call your nearest 
Underwood Representative or mail the cou- 
pon today. 


Underwood Corporation 

One Park Avenue 

New York 16, N. Y. 

Please send me illustrated literature and full infor- 
mation about the Underwood Elliott Fisher Account- 


ing Machines. 
Name of Company 


Your Name and Title. 


Street Address 


Zone.... 


NYCPA-849 


ACCOUNTANT. 


465 


66 
\\ 
4 
SAB 
__'DERWOOD 
' 
‘ 
' 
' 
State 


Having trouble fielding figures? 


The comptroller shown above... and 
he’s no isolated example... feels like 
he’s in a slump. Gets bogged down in 
petty detail when the figures he needs 
for fiscal reports get balled up. 

McBee could give him major league 
support ... with modern systems that 
are easy to operate, simple to install. 

Low-cost Keysort cards, for example, 
would eliminate peak work loads by bal- 
ancing time tickets and payrolls daily. 

And because Keysort is so simple to 
operate, he could assign extra girls in 
the office to rush jobs. They wouldn’t 
need expensive training for Keysort. 

When you put orders, invoices, clock 
cards and job tickets directly on Keysort 
cards, they escape the hazards of copy- 
ing and recopying. And they’re always 
at hand — not lost in ledgers and files. 
The Keysort cards become the original 
records. You can collate them, key them, 
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sort them and summarize them — me- 
chanically or by hand —in minutes 
instead of hours. 
Keysort keeps business facts current 
at less cost than any other system. 
There’s a McBee man near you. Ask 
him to drop in. Or write us. 


KeysortT is based on a card with coded holes 
punched along the edges. When you notch holes 
according to a pre-arranged code, quantities of 
data become easy to classify, file, find, sum- 
marize and use... quickly and accurately. 


THE McBEE COMPANY 


Sole Manufacturer of Keysort — The Marginally Punched Card 
295 Madison Ave., New York 17, N.Y. Offices in principal cities 


310 Spadina Ave., Toronto 2B, Ontario, Canada 
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Recent Decisions and Administrative 
Rulings 


By Harry Katz 


HE ever continuing quest for cer- 
tainty in the law has recently 
yielded, in the field of New York City 
excise taxes, several decisions worthy 
of note. While these holdings have re- 
solved only some of the numberless 
problems which arise constantly in the 
administration of these different taxes, 
they should be of considerable aid in 
assisting both the taxpayer and the tax 
administrator in the correct application 
of the law. 
When may a local tax be levied with 
respect to interest on bank accounts 


Harry Katz, Esq., is a member 
of the New York Bar (1934), and 
a member of the Bar of the United 
States Supreme Court (1946). He 
holds the degrees of A.B., LL.B., 
and J.S.D. from New York Uni- 
versity. 

Mr. Katz is now serving as Tax 
Counsel, City of New York; he was 
formerly Assistant Corporation 
Counsel (1944-1949) and Assistant 
Counsel to the Sheriff of the City 
of New York (1942-1944). Prior 
thereto he engaged in the private 
practice of law (1934-1942). He is 
the author of a text on business law. 

This paper was presented by Mr. 
Katz at a technical meeting of the 
Society held at the Engineering So- 
cieties’ Building on May 17, 1949, 
under the auspices of the Committee 
on Municipal and Local Taxation. 
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outside the City? When is an inter- 
state shipment of goods subject to the 
taxing power of the City? What is the 
tax status of transactions between par- 
ent and subsidiary corporations ? 


These and others are some of the 
interesting problems which were sub- 
mitted to the courts for decision during 
the past year or two, and which have 
been the subject of judicial determina- 
tion. Tonight, I propose to discuss four 
court decisions and one administrative 
ruling which cover these and similar 
matters. As it happens, the decisions 
and the ruling which I will review 
cross four of the City’s tax laws—the 
Utility Tax, the Gross Business Tax, 
the Sales Tax and the Compensating 
Use Tax. You will thus be afforded a 
fair view of the impact of these differ- 
ent taxes on the varying types of busi- 
ness transactions and activities which 
take place daily in the City of New 
York. 


The New York, Ontario & Western 
Railway case (161 F. 2d 518), which 
was decided by the United States Cir- 
cuit Court of Appeals in 1947, involved 
a number of these problems. This rail- 
road, a New York corporation, oper- 
ated several railroad lines outside the 
City ; none of them came into the City. 
In the course of a proceeding for re- 
organization of the railroad pending in 
the federal court, the City filed a claim 
for utility taxes on different items of 
gross income received by the railroad 
from various sources. One of these 
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solely because some relation to inter- 
state commerce exists; the connection 
with the commerce must be a direct 
and essential one, and not merely in- 
cidental to it. 

The final matter I will take up in 
this diverse case involved still a differ- 
ent issue—the taxability of transac- 
tions between affiliated corporations. 
The factual background was this: the 
railroad was sole owner of three sub- 
sidiary roads which operated as part of 
its system. None of the subsidiaries 
had any rolling stock; the property of 
each was limited to its physical rights 
of way and the improvements thereon. 
The subsidiaries issued bonds, all of 
which were held by the parent. The 
lines of the subsidiaries were leased to 
the parent which was obligated to pay 
rent therefor in the same amounts and 
at the same times as interest was pay- 
able on the bonds df the subsidiaries 
held by the parent. The City’s claim 
included tax te the parent on the 
amount of interest on these bonds. The 
trustees contended that the subsidiaries 
were merely departments of the parent 
under its absolute control, that the 
source of the interest was the parent 
railroad itself, and that the rent and 
the interest were purely artificial items 
which did not represent taxable gross 
income. The court over-ruled this con- 
tention, saying that the existence of the 
subsidiaries as separate corporate en- 
tities could not be ignored. For tax 
purposes, so long as the transactions 
of a corporate entity are equivalent to 
the conduct of business activity, the 
existence of separate corporations 
could not be denied recognition. 

This is not a novel doctrine. In tax 
cases generally, the courts are not con- 
cerned with the purpose underlying the 
conduct of business through the medi- 
um of affiliated corporations. That the 
motive is not the realization of tax 
benefits is immaterial. So long as a 
corporate being fills a useful purpose 
in business life, whatever the purpose 
may be, it constitutes a separate tax- 
able entity, and its corporate existence 
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cannot be explained as being merely a 
fiction. 

The same principle was implicitly 
applied to transactions between affili- 
ated companies in still another case de- 
cided during the past year—the New 
York World-Telegram case (272 App. 
Div. 806, reversed 298 N.Y. 11). The 
question there presented was whether 
a transaction entered into between a 
parent and its wholly owned subsidiary 
represented a lease or a conditional sale 
of personal property. Either type of 
transaction is subject to tax under the 
sales tax law. But because in this case 
delivery of the property which was the 
subject of this long-term arrangement 
between the two corporations took 
place before the sales tax law was 
originally enacted in 1934, the question 
of taxability hinged on the nature of 
the particular agreement between the 
two corporations. You will recognize 
from this that, fundamentally, the case 
involved an interpretation of the con- 
tractual relationship between the par- 
ent and its subsidiary, and not a con- 
struction of the tax law. Indeed, there 
was no substantial dispute between the 
taxpayer and the city concerning the 
meaning of the tax law. The Court of 
Appeals held the transaction to be a 
non-taxable conditional sale and not a 
lease of property subject to tax. In do- 
ing so, it reversed the decision of the 
Appellate Division. While the two 
courts arrived at precisely opposite 
conclusions concerning the nature of 
the transaction between the parties, 
evidently neither felt that the transac- 
tion derived any immunity from the 
fact that the subsidiary was the alter 
ego of the parent corporation. In fact, 
the claim originally put forward by the 
taxpayer that its subsidiary should not 
be regarded as a separate entity for the 
purpose of the tax was ultimately 
abandoned by it. 

A somewhat different type of situa- 
tion where a transaction was alleged 
to be a fictitious one, hence not within 
the scope of the tax, occurred in the 
Realty Associates case (274 App. Div. 
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926), decided in November 1948. In 
that case a gross business tax deficiency 
was assessed, among other things, upon 
interest received by the taxpayer on its 
own bonds held in its treasury. The 
taxpayer had acquired these bonds in 
over-the-counter transactions for the 
purpose of investment or resale, and 
not for retirement. The City claimed 
that interest received by the taxpayer 
on these bonds represented taxable in- 
come in the same way as would inter- 
est received by the taxpayer from in- 
vestment in the securities of other 
corporations. The court confirmed the 
assessment without writing an opinion. 
In effect, therefore, its holding is that 
a corporation’s transactions and deal- 
ings in its own securities yield income 
or profit taxable to it under the City 
business tax law. In the field of federal 
taxation, this principle has been estab- 
lished for many years; it was, in fact, 
reaffirmed only last January by the 
United States Supreme Court in Com- 
missioner Vv. Jacobson. 


The Fifth Avenue Building case (297 
N.Y. 278), decided last year, repre- 
sented virtually an attempt by the tax- 
payer to reargue the Supreme Court 
holding in the Berwind-IVhite case 
handed down in 1940. That decision 
held that a sale of goods which were 
delivered in the City after crossing state 
lines was not exempt from the City 
sales tax. In the Fifth Avenue Build- 
ing case, a sales tax deficiency had 
been assessed against a purchaser of 
coal which was shipped from the ven- 
dor’s West Virginia mines and deliv- 
ered to the purchaser at a dock in New 
York City. The taxpayer contended 
that this sale was not taxable because 
made in interstate commerce. Upon re- 
view by the court, the established prin- 
ciples of the Berwind-IVhite case were 
adhered to and the validity of the tax 
was upheld as applied to the transac- 
tions in question. The sale, the court 
declared, was consummated by delivery 
of the coal to the purchaser in the City 
of New York. This represented a local 
incident taking place here which justi- 


474 


fied the imposition of the tax, even 
though just prior to such delivery the 
coal had been moving interstate. 


A subsidiary issue in the same case, 
which related only to part of the assess- 
ment, raised a question concerning the 
interpretation of the Sales Tax Law. 
The assessment against the purchaser 
of the coal covered the period from 
1934 to 1942. The vendor had been 
previously audited by the City for the 
years 1934 to 1940, and upon such 
audit it was disclosed that no sales 
taxes had been collected by it from the 
purchaser during the period. As a re- 
sult of the audit, the vendor paid to the 
City the taxes due on these sales. Some 
time afterward, the purchaser repaid 
its vendor for the amount of these taxes 
for the years up to 1937, but failed to 
pay for the ensuing period. In making 
the assessment against the purchaser, 
the City gave it credit for the taxes paid 
to its vendor for the years 1934 to 
1937. However, the sales taxes for the 
years 1937 to 1940, which the pur- 
chaser at no time had paid either to its 
vendor or to the City, were included in 
the amount of the deficiency assess- 
ment. 

The question was whether, under the 
circumstances described, the provisions 
of the Sales Tax Law authorized the 
City to collect the tax from the pur- 
chaser for the years 1937 to 1940. Par- 
enthetically, I want to make the ob- 
servation that the City was not here 
seeking to collect two taxes upon the 
same sales—one from the vendor, the 
other from the purchaser. For if the 
City were successful in collecting the 
tax from the purchaser in this case, the 
vendor had a remedy to obtain reim- 
bursement from the City for the 
amount of taxes paid by it on these 
transactions. Quite simply, it was the 
position of the City that under the ex- 
press provisions and the whole scheme 
of the Sales Tax Law, the tax was im- 
posed primarily upon the purchaser, 
and the vendor was prohibited from 
absorbing the tax. The underlying pur- 
pose of this was to prevent some 
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vendors from obtaining an unfair com- 
petitive business advantage over others 
by not collecting the tax but, instead, 
absorbing it themselves. The decision 
of the court on this part of the case 
went in favor of the taxpayer, the court 
holding that to the extent that the City 
had collected the tax from the vendor, 
it could no longer proceed against the 
purchaser. In view of this holding, it 
would appear that under circumstances 
similar to those present in the Fifth 
Avenue Building case, i.e., where the 
vendor has paid the tax to the City, the 
sales tax liability of the purchaser can 
be enforced only by means of an action 
brought against him by the vendor to 
recover taxes paid by the latter. The 
decision points out that under the law 
vendors who wilfully fail to charge and 
collect the tax may be subjected to 
criminal penalties. 

A further comment is in order con- 
cerning the holding on this phase of 
the Fifth Avenue Building case. It 
should be noted that the court’s ruling 
rests on a record which shows that the 
purchaser had adduced affirmative 
proof—which was at no time contro- 
verted—that his vendor had paid the 
tax in full on the transactions in ques- 
tion. The purchaser had thus met the 
burden cast upon him by the tax law 
of showing that the receipt was not 
subject to tax. Therefore, in any situa- 
tion where a purchaser, under the hold- 
ing of this case, seeks to be absolved 
by reason of a tax payment claimed to 
have been made by his vendor, it is 
incumbent upon him to submit satis- 
factory proof to substantiate such claim. 


The ruling which I propose to dis- 
cuss this evening is Bulletin 1948-1, 
promulgated November 5, 1948. This 
ruling deals with the liability of a ven- 
dor to collect the compensating use tax 
on the sale of tangible personal prop- 
erty toa New York City customer who 
takes delivery outside the city. As you 
are aware, the use tax was enacted as 
a complement to the sales tax and ap- 
plies in general to the use in the City 
of goods purchased outside by New 
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York City residents. Under the Use 
Tax Law every vendor maintaining a 
place of business in the City and mak- 
ing sales of tangible personal property, 
the use of which is taxable under the 
law, is required to register with the 
City and to charge and collect the tax 
upon taxable, transactions in generally 
the same way as are vendors under the 
Sales Tax Law. 


You can appreciate the fact that in 
some circumstances a vendor who de- 
livers goods to a New York City resi- 
dent outside the City may not have any 
knowledge of the eventual destination 
of the goods or whether they will be 
used by the purchaser in New York 
City. Such vendor is consequently in 
the position of not knowing at the time 
of sale whether or not the use tax 
should be collected from the purchaser. 
In these circumstances, Ruling 1948-1 
removes from him the responsibility of 
making a determination as to whether 
a particular transaction is or is not sub- 
ject to the use tax. It does this by 
absolving such vendor from the obliga- 
tion of charging and collecting the tax, 
provided, however, he does either of 
two things: (1) he obtains a written 
statement from the purchaser that the 
latter has arranged or will arrange for 
transportation of the goods to a point 
outside New York City, or (2) he ob- 
tains a written statement from the pur- 
chaser that the latter has retained or 
will retain the property in his ‘own 
storage facilities outside the City or 
otherwise has used or will use the prop- 
erty outside the City. 


Where the vendor obtains a certifi- 
cate from the purchaser to this effect, 
he will not be held liable for failure 
to collect the use tax even though his 
New York City customer should sub- 
sequently use the property in New 
York City. If the property is thereafter 
used in the City, the obligation of re- 
porting and paying the tax is placed 
squarely upon the purchaser of the 
goods who is required to file a return 
and pay the tax directly to the City. It 

(Concluded on page 483) 
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Determination of When Sales or Services 
Are Wholly Taxable, Non-Taxable or 
Allocable, and An Analysis of All Formulas 


By Bertram L. 
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times in the past, in disc 
sions with accountants, when the 


question of allocation of interstate com- 


merce Was mentioned, the accountants 
would say, “It doesn't pay to 
the time necessary to make the alloc 

tion When the business tax rate was 
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wMalvzing eV al ¢ Ol 
receipts Howeve with the « rent 
rate of 1/5th of 1%, the tax saving 
on this same million dollars of allocable 
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sales i approx ximately $1,333, and the 
difference is of sufficient importance to 
cause accountants to studv very care- 
ully the allocation provisions of the 
and Financial Tax 
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In any discussion of this question of 
allocation and, particularly with respect 
to the allocation formulas adopted by 
New York City in the administration 
of its Gross Receipts Tax Law, it is 
necessary to first trace the history of 
apportionment of taxes. Today, appor- 
tionment is generally said to be neces- 
sary to validate a tax based upon gross 

from interstate transactions, 

where the tax is based upon 
event, though connected 
mmerce, it may be sustained 
without I"estern 
Ive Stor hv Bureau of Revenue 303 
250, wit th which compare 
lend Station v. State Tax 
297 S 650, and McGoldrick v. 
vind-Ihite Coal Min. Co., 309 US 


receipts 
although, 
some local 
with the c 
See, €.g., 


NLS - 


? 

Formerly, interstate commerce was 
clothed with complete immunity from 
local and state taxation, but the dis- 


local business in 
commerce soon led 
to the realization that even interstate 
business must pay its way. Having 
reached this decision, the Supreme 
Court of the United States was faced 
with the diffice ult problem of accord- 
ing to the states the power to tax, 
while at for Congress its consti- 
tutional right of regulating commerce 
between the states. 

In working out a solution to this 
problem, the Supreme Court of the 
United States laid down the following 
rationale: 

(1) Persons doing business in, or connected 
with, interstate commerce are not im- 
mune from all taxes on their gross re- 
ceipts. 


crimination against 
favor of interstate 


(2) Such taxes are invalid under the Com- 
merce Clause only if they discriminate 
against interstate commerce or result in 


the possibility of cumulative multiple tax 
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burdens merely because interstate com- 
merce is being done. 

The possibility of cumulative multiple 
tax burdens is avoided as to such taxes 
by basing the tax either upon some es- 
sentially local event which cannot be re- 
peated in another taxing unit, or upon 
an allocated portion of the gross receipts 
fairly commensurate with the business 
done in the taxing jurisdicticn. 

Of the many cases which have 
reached the Court on the question of 
local taxation of interstate commerce, 
many establish the principle that a tax 
on gross receipts would be upheld 
where the taxing statute prescribed a 
fair allocation. See, e.g., //linois C. R. 
‘Co. v. Minnesota, 309 US 157; Wis- 
consin & M. R. Co. v. Powers, 191 US 
379. 

Still another group of cases upheld a 
gross receipts tax on a “local incidence 
theory.” Here the Court stated that, 
where the local business was distinct 
from interstate commerce, it might be 
made the condition of state taxation. 
See, e.g., Western Live Stock v. Bu- 
reau of Revenue, 303 US 250; AMe- 
Goldrick v. Berwind-White Coal Min. 
Co., 309 US 33. 

However, it also held in a 
group of cases that a tax on gross re- 
ceipts from interstate commerce would 
not be sustained where the receipts 
might be subject to the risk of multiple 
taxation because not apportioned, or 
where the incident taxed was not a 
local one. See, e.g., Philadelphia & S. 
Mail S. S. Co. v. Pennsylvania, 122 
US 326; Adams Mfg. Co. v. Storen, 
304 US 307; Gwin, White & Prince 
v. Henneford, 305 US 434. 

Thus, we find that the Court, in in- 
dicating which taxes on interstate com- 
merce violate the Commerce Clause, 
stated in the I]estern Live Stock case, 
supra, as follows : 

“The vice characteristic of those (taxes 
on gross receipts trom interstate com- 
merce) which have been held invalid is 
that they have placed on the commerce 
burdens of such a nature as to be capable 
in point of substance of being imposed 
* * * or added to * * * with equal rights 
by every state which the commerce touches, 
merely because interstate commerce is 


(3 


Was 


being done, so that, without the protection 
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of the commerce clause, it would bear 
cumulative burdens not imposed on local 
commerce. * * * The multiplication of state 
taxes measured by the gross receipts from 
interstate transactions would spell the de- 
struction of interstate commerce and renew 
the barriers to interstate trade which it 
was the object of the commerce clause to 
remove. 

When the City Gross Receipts Tax 
Law was enacted in 1938, following the 
HWestern Live Stock decision, the 
Comptroller was given the right “to 
prescribe methods for determining al- 
locations of receipts to the city.” Pur- 
suant to this authority, the Comptroller 
prepared formulas calculated to avoid 
multiple taxation and to tax only an 
aliquot part of receipts from interstate 
commerce reasonably attributable to 
the doing of business in the City of 
New York. 

Before discussing these formulas and 
the types of receipts which enter into 
their computation, let me first mention 
the receipts which are not involved in 
it. They are receipts from foreign com- 
merce, and certain so-called non-allo- 
cable and non-taxable receipts. 


Foreign Commerce 


The Comptroller's Regulations per- 
mit foreign commerce as a deduction in 
computing the measure of the tax. 
Foreign commerce includes not only all 
forms of trade or commercial activity 
between the United States and foreign 
countries, but also trade between the 
United States and its possessions, This 
exemption also covers receipts from the 
sale of imports by the importer there- 
of when sold in the original unbroken 
package or container in which the 
goods were imported (i.e., the overall 
package or container). The exemption, 
however, does not apply where the 
imports are sold other than in the 
original unbroken package or con- 
tainer, nor to receipts from the sale of 
imports by any person other than the 
importer. 


Certain local services, however, con- 
nected with foreign commerce, but yet 
not an integral part ot such commerce, 
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do not enjoy the exemption accorded 

foreign commerce transactions: 

(a) A ship building company located in 
New York City constructs or repairs 
vessels that are to be employed in traffic 
betwen the United States and toreign 
countries. 

(b) A ship’s chandler located in New York 
City who sells materials and supplies to 
steamship companies in New York City 
for use by steamships which are operated 
in foreign commerce exclusively. 

c) A custom house broker in New York 
City who secures licenses and clearances 
for export shipments to foreign ccuntries. 


Non-Allocable and Non-Taxable 
Receipts 

Non-allocable and non-taxable re- 
ceipts are receipts which arise from 
transactions where both the 
shipping of the goods and the de- 
livery thereof to the purchaser take 
place entirely outside the territorial 
limits of the City of New York. 
Thus, receipts from sales made by 
a New York City vendor involving 
the shipment of goods from his own 
factory or warchouse situated outside 
the City to the purchaser at a point lo- 
cated outside the City, whether within 
or without the State of New York, are 
deemed to be non-allocable and non- 
taxable receipts. 


sales 


Other examples of non-allocable and 
non-taxable receipts include: 


(1) Receipts of persons operating transporta- 
tion facilities where such receipts from 
intrastate and interstate traffic neither 
originate nor terminate within the City 
of New York and is consummated wholly 
outside the territorial limits of the City. 
(Article 213, Comptroller’s Regulations ) 
Receipts from industrial services per- 
formed wholly outside the City of New 
York and rendered to customers outside 
the City. (Article 225, Comptroller's 
Regulations ) 

(3) Receipts from the rental of tangible per- 

sonal property, as follows: 

(a) If the original situs of the property 
is within the City of New York, 
but the property is delivered to 
lessees outside the United States, 
including the territories and posses- 
sions of the United States. 

(b) Where the original situs of the prop- 
erty is outside the City of New York, 
and the property is delivered to les- 
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sees outside the City of New York, 
whether within or without the United 
States. As used above, the term 
“original situs” means the point at 
which the property is warehoused 
when not leased to others, and to 
which point the property is returned 
upon termination of the lease. Where 
there is no such established point, 
the term “original situs” shall mean 
the principal office of the taxpayer. 
(Article 249, Comptroller’s Regula- 
tions) 


I will now discuss the several kinds 
of allocation formulas adopted by the 
Comptroller. 


Regular Allocation Formula 


As previously stated, since the en- 
actment of the 1938 Gross Receipts 
Tax Law, the Comptroller has been 
empowered to establish rules and regu- 
lations and methods of allocation and 
evaluation so that the City of New 
York, as a result of such allocation, 
receives an aliquot part of receipts re- 
sonably attributable to the doing of 
business in the City of New York. The 
formula for determining the percentage 
of interstate commerce receipts subject 
to tax by New York City is based upon 
the average of three factors, as follows: 


(1} The property factor, which is the per- 
centage of the average value of real and 
tangible personal property employed in 
business within the City of New York 
to the total average value of all such 
property employed in business within 
and without the City of New York, but 
within the United States. 

(2) The wages and salary factor, which is 
the percentage of the total amount of 
wages, salaries and other personal service 
compensation paid during the basic period 
to officers and employees who work in or 
from or are attached to places of busi- 
ness located within the City of New York 
to the total amount of all services, sal- 
aries and other personal service com- 
pensation paid to ail officers and em- 
ployees engaged within and without the 
City of New York, but within the United 
States. 
The receipts factor, which is a percent- 
age computed by taking the wholly tax- 
able receipts plus % of the allocable re- 
ceipts and dividing that sum by the total 
of all wholly taxable and_ allocable 
receipts. 


w 
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The average of these three percent- 
ages, where more than 33144% or less 
than 6624%, is the percentage of allo- 
cable receipts allocated to the City of 
New York and subject to the full rate 
of tax. Where the percentage is greater 
than 6624%, it is to be reduced to 
66243%, and, where the percentage ob- 
tained is less than 3314%, it is to be 
raised to 334%4%. In other words, at 
least 144, and no more than % of 
all receipts subject to allocation are to 
be included as allocated receipts upon 
which a tax is due. 


This regular allocation formula, 
however, had the effect of discriminat- 
ing against New York City manufac- 
turers, and it scon became necessary 
to make an adjustment. This was done 
by evolving an alternative formula ap- 
plicable to New York City manufac- 
turers. 


Alternative Allocation Formula 
Applicable to New York City 
Manufacturers 


This alternative formula became ef- 
fective with the filing of the gross re- 
ceipts return pursuant to Local Law 
#103 of 1939, due June 15, 1940. A 
manufacturer engaged in manufactur- 
ing, fabricating or producing goods 
within the City of New York was per- 
mitted to elect to file on the basis of 
the cost of manufacturing and selling 
goods shipped in interstate commerce. 


The term “manufacturer” includes a 
person who, either directly or by con- 
tracting with others for the necessary 
labor or mechanical service, manufac- 
tures, fabricates or produces for sale 
or commercial use from his own ma- 
terials or ingredients new or different 
articles, substances or commodities. A 
person will be deemed to be engaged in 
manufacturing within the City of New 
York and entitled to use the alterna- 
tive formula only if he fits within one 
of the following categories: 

(1) Where the entire manufacturing or fab- 


ricating process is performed at a plant 
owned or operated by the manufacturer 
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within the City of New York, and the 
finished goods are shipped to customers 
from the City. 


(2) Where a part or the entire manufacturing 
or fabricating process is performed at a 
plant owned or operated by the manufac- 
turer outside the City of New York, and 
the finished goods are returned to the 
City from which point shipment is made 
to customers. 


(3) Where the manufacturer purchases the 
raw materials and supplies, but “farms 
out” a part or the entire manufacturing 
or fabricating process to a contractor, 
and the finished goods are returned to the 
manufacturer in the City, from which 
point shipment is made to customers. 

(4) Where the manufacturer causes delivery 
to be made directly from the contractor’s 
premises located outside the City of New 
York. The receipts are wholly taxable if 
delivery is made to a purchaser located 
within the City of New York, and are 
non-allocable and non-taxable if delivery 
is made to a purchaser located outside 
the City of New York. 


The portion of receipts from sales in 
interstate commerce to be allocated to 
the City of New York under this al- 
ternative formula shall be an amount 
equal to 50% of the cost of manufac- 
turing and selling the goods shipped 
from the City in interstate commerce, 
subject to the limitation that such cost 
shall not exceed 6674% of the receipts 
from such sales. The amount of re- 
ceipts so allocated to the City of New 
York plus the amount of wholly tax- 
able receipts are to be included in the 
measure of the tax. 

The words “cost of manufacturing 
and selling,” as used herein, shall in- 
clude the cost of materials and supplies 
consumed, factory labor, contractor la- 
bor, factory overhead, processing ex- 
penses, advertising expense, salaries, 
commissions and traveling expenses of 
sales personnel, salaries and wages of 
shipping and delivery personnel, ship- 
ping and delivery expenses, and any 
other costs or expenses incurred in 
manufacturing and selling the goods 
shipped in interstate commerce. 
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the resultant average of the percentages 
exceeds 6624%, it shall be reduced to 
6624% for the purpose of allocation. 
Where the resultant average of the 
percentages is less than 3314%, it shall 
be increased to 33144%. (Article 225, 
Comptroller’s Regulations) 


Allocation Formula Applicable to 
Receipts from the Rental of or 
License to Use Tangible 
Personal Property 


Persons doing business within the 
City of New York having title to tan- 
gible personal property which is leased 
to others are required to report the 
gross receipts from the rental of or li- 
cense to use such property, in accord- 
ance with the following rules laid down 
by the Comptroller : 


(1) Where the original situs of the property 
is within the City of New York, the 
receipts from tangible personal property 
leased to others are deemed to be: 

(a) Wholly taxable where the property 
is delivered to lessees within the 
State of New York. 

(b) Allocable where the property is 
delivered to lessees outside the State 
of New York, but within the United 
States. 
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Where the original situs of the property 
is outside the City of New York, the 
receipts from tangible personal property 
leased to others are deemed to be allo- 
cable where the property is delivered to 
lessees within the City of New York. 
In allocating these receipts, the property, 
wages and salaries, and receipts factors 
are to be used to arrive at a percentage. 
A maximum percentage of 6624% anda 
minimum percentage of 33'4% is to be 
used to determine the allocated receipts. 
In determining the allocated receipts, 
the total of the allocable sales is to be 
multiplied by the percentage obtained as 
previously described. (Article 249, 
Comptroller's Regulations ) 


Allocation Formula Applicable to 
Radio Broadcasting Receipts 

A person operating radio broadcast- 
ing stations either within the city of 
New York or outside the City of New 
York, but in connection therewith 
maintains offices and/or studios within 
the City, is subject to the General Busi- 
ness and Financial Tax Law. 
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To determine the amount of receipts 
from the sale of sponsored time which 
is to be allocated to the Citv of New 
York, an allocation is permitted. This 
allocation, however, is permitted only 
with respect to the sale of time. and 
not with respect to the sale of auxiliary 
services performed within the City of 
New York, such as charges for special 
“hook-ups” to the main network, 
charges for the use of a house orches- 
tra, charges for sound effects, etc. 

The gross receipts from the sale of 
sponsored time with respect to  sta- 
tions having New York City call letters 
are required to be reported as wholly 
taxable receipts to the extent of the 
percentage of radio families within the 
City to the total numberof radio fami- 
lies covered by the station. All other 
gross receipts from the sale of spon- 
sored time with respect to stations hav- 
ing New York City call letters are al- 
locable receipts, and are required to be 
allocated oni the basis of the following 
factors: 


(1) The property factor. This factor has 
been discussed above. 

(2) The wages and salary factor. This fac- 
tor has also been discussed above. 

(3) The radio family factor, which is a per- 
centage determined by taking the num- 
ber of radio families within the City of 
New York and dividing it by the total 
number of radio families covered by the 
station. Incidentally, this percentage 
will be the same as the proportion of 
wholly taxable receipts to total receipts. 
In the computation of the average per- 
centage, an adjustment will have to be 
made where the percentage determined 
is above 6624% or below 3314%, as in- 
dicated préviously. (Article 214, Comp- 

troller’s Regulations ) 


Allocation of Receipts from 
Royalties 


Persons subject to the General Busi- 
ness and Financial Tax Law who main- 
tain no office or other place of business 
outside the City of New York are re- 
quired to include in the measure of the 
tax the total amount received as roy- 
alties for the use of or for the privi- 
lege of using patents, copyrights, se- 
cret processes and formulas, good will, 
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trade marks, trade brands, franchises, 

and the like. 

Where a person having receipts from 
royalties maintains a place of business 
both within and without the City of 
New York, an allocation is permitted 
of that proportion of the total amount 
received as royalties which the cost of 
doing business within the City of New 
York bears to the total cost of doing 
business throughout the world, subject 
to the following limitations: 

(1) lf the principal office of such person is 
within the City of New York, and the 
cost of doing business within the City 
exceeds 6624% of the total cost of doing 
business, then a maximum percentage 
of 6624% shall be used to apportion 
such receipts to the City. 


(2) Where the principal office is within the 
City of New York, and the cost of do- 
ing business within the City is less than 
331449 of the total cost of doing busi- 
ness, then a minimum percentage of 
33'14% shall be used to apportion such 
receipts to the City. 

If the principal office is outside the City 
of New York, the actual percentage 
represented by the ratio which the cost 
of doing business within the City of 
New York bears to the total cost of do- 
ing business shall be used to apportion 
such receipts to the City, unless such 
percentage 66249, in which 
event it shall be reduced to 6624%. 


exceeds 


The “cost of doing business’ within 
the City of New York shall be deemed 
to include all compensation paid to of- 
ficers and employees who work in or 
from or are attached to New York City 
places of business, and all other ex- 
penses paid or incurred in the opera- 
tion of such places of business or in 


connection with business conducted 
within the City of New York, except 
materials, labor and manufacturing ex- 
penses entering directly into the cost 
to fabricate or produce a manufactured 
article or articles. The same rule shall 
apply when computing the total cost of 
doing business. (Article 250, Comp- 
troller’s Regulations) 
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Formula for Allocation of Dividends 
and Interest 


Holding companies, within the 
meaning of the General Business and 
Financial Tax Law, are required to re- 
port dividends and/or interest received 
from controlled corporations, and pay 
a tax at the financial rate of 2/3ths of 
1%. 

It is immaterial whether a holding 
company is a domestic or a foreign 
corporation, as long as it maintains an 
office within the City of New York 
from which is conducted, in whole or 
in part, the business of the organiza- 
tion. Taxpayers regularly engaged in 
general business, as well as being a 
holding company, are required to seg- 
regate all dividends and/or interest 
received from controlled corporations, 
and report same as gross income from 
financial business. These taxpayers are 
required to use the “B” form in re- 
porting gross receipts from regular 
operations, and the “F” form for re- 
porting gross income from controlled 
corporations. 

The following rules apply: 

(1) Where the controlled corporation or cor- 
porations are located wholly within the 
State of New York, the holding company 
is required to include in the measure of 
the tax the total amount of dividends 
and/or interest received during the basic 
period from such controlled corporations. 

(2) Where the controlled corporation or 
corporations are located partly within 
and partly without the State of New 
York, or wholly without the State, the 
holding company is permitted to make 
an allocation of such dividends and/or 
interest received. 


The allocation of dividends and in- 
terest is based upon: (1) the property 
factor, (2) the wages and salary fac- 
tor, and (3) the receipts factor. In 
computing the percentages, the figures 
employed will reflect the totals of the 
holding vy and the controlled 
corporations. Aside from that, the cal- 
‘ulation of the average percentage fol- 
ows the regular allocation formula pre- 
scribed by the Comptroller, except that, 
in arriving at the receipts factor per- 


company 


( 
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centage, the receipts attributable to 
places of business situated within the 
City of New York will be the numer- 
ator, and the total receipts from sales 
made or services rendered by the group 
throughout the world will be the de- 
nominator. 

Where the resultant average of the 
percentages exceeds 75%, it shall be 
reduced to 75% for the purpose of al- 
location. Where the resultant average 
of the percentages is less than 12144%, 
it shall be increased to 1214%. The ap- 
portioned amount of dividends and/or 
interest to be included in the measure 
of the tax of the holding company is 
determined by applying the resultant 
average of the percentages (with a 
maximum of 75%, or a minimum of 
12149) to the total amount of divi- 


dends and/or interest received by the 


holding company from controlled cor- 
porations located partly within and 
partly without the State of New York, 
or wholly without the State. As previ- 
ously mentioned, dividends and/or in- 
terest received from controlled corpo- 
rations located wholly within the State 
of New York are to be fully included 
in the measure of the tax. 

Investment trusts conducting busi- 
ness both within and without the City 
of New York are also permitted to al- 
locate receipts from dividends and/or 
interest on the basis of the cost of oper- 
ating the office within the City of New 
York to the total cost of doing business 
within and without the City, subject to 
a maximum ailocation of 75% and a 
minimum allocation of 25%. (Article 
305, Comptroiler’s Regulations) 


Recent Decisions and Administrative Rulings. 


(Continued from page 475) 


should be noted that a vendor may not 
accept a certificate from a New York 
City customer who arranges for trans- 
portation of the property toa New York 
City destination; in that event he must 
collect the use tax from the customer. 
The provisions of this ruling are given 
effect in all transactions taking place 
since the inception of the use tax, July 
1, 1940, and provide a feasible solution 
to a difficult problem often confronting 
the taxpayer. 

In concluding this paper on impor- 
tant recent developments in the law, I 
want to note that the decisions reviewed 
this evening represent holdings of the 


highest court of the state, or of inter- 
mediate appellate courts from which no 
further appeal was taken. As I sug- 
gested in my opening remarks, the end- 
less search for clarification of the law 
makes it natural that other cases, some 
decided by lower courts, are even at 
this moment in the course of litigation. 
It would be fruitless to discuss those 
matters with you, no matter how inter- 
esting the problems they present, for 
until a higher body has spoken, no 
lower court may rest lightly. The ulti- 
mate resolution of those cases must 
therefore await another day. 
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Determination of Classification as Financial 
or Commercial Business tor Gross 
Receipts Tax Purposes 


By Max 


He importance of the New York 

City General Business and Finan- 
cial Tax Law, if not recognized before, 
was certainly brought to the forefront 
on July 1, 1948, when the rates of tax 
imposed by that law were doubled over 
the previous year. Up to that time, 
many taxpavers were prone to accept 
the law, the regulations promulgated 
thereunder, and the rulings of the Bu- 
reau of Excise Taxes administering 
the law, without much desire to con- 
test certain provisions of the law be- 


cause of the fact that usually, and by 
and large, the amount of the tax was 
comparatively small. However, with 
the doubling of the tax rates there 


seems to be a growing tendency to 
question seriously the application of 
the law to different tax situations, for 
the impact of the tax is now more 
poignantly felt, 

With the added impact brought 
about by the doubling of the rates has 
come about a realization of the impor- 


tance between the distinction that is 
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made in the law and the regulations be- 
tween those businesses that are classi- 
fied as a financial business and those 
classified as.a general business. This 
is so because of the fact that there is a 
difference in the rate of tax and in the 
base upon which the tax is computed 
between each class of business. As 
you know, the rate of tax since July 1, 
1948, in the case of a financial business 
is 2/5 of 1% of gross income, whereas 
immediately prior thereto it was 1/5 of 
1“c. In the case of a general business, 
the rate of tax since July 1, 1948, is 1/5 
of 1¢@ of gross receipts whereas im- 
mediately prior thereto it was 1/10 of 
1°. In addition, the base upon which 
the tax is computed varies with each 
classification. In the case of a finan- 
cial business the tax is imposed upon 
gross income, Gross income is defined 
as the total amount of receipts of a 
person engaged in a financial business, 
excluding the cost of property sold or 
moneys or credits received in repay- 
ment of advances, credits and loans, but 
not to exceed the principal amount 
thereof and excluding deposits. In the 
case of a general business the tax is 
imposed upon gross receipts which is 
detined as the receipts received in or by 
reason of any sale made or services 
rendered, or commercial or business 
transaction had in the city, without any 
deduction therefrom on account of the 
cost of property sold, cost of materials 
used, labor or services or other costs, 
interest or discount paid, or any other 
expenses whatsoever, except certain 
receipts from sales or services which 
are specifically exempt in the law. 
Therefore, it should be considered a 
matter of great importance to a tax- 
paver whether or not his business, in 
whole or in part, is classified as a fi- 
nancial business or a general business. 
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Determination of Financial or Commercial Business for Tax Purposes 


The determination as to whether a 
business is financial or commercial is 
not an arbitrary act on the part of the 
Comptroller. The provision for classi- 
fication of businesses into financial 
and commercial is made in the various 
laws authorizing the imposition of the 
tax. The State Enabling Act makes 
this classification, as well as the New 
York City Local Law itself. In addi- 
tion to the laws which set up these 
classifications, specific powers are 
granted to the Comptroller of the City 
of New York to classify businesses 
into one category or the other. Pur- 
suant to such powers, the Comptroller 
has issued certain regulations, and 
from time to time rulings are made in- 
terpreting the regulations and the law 
in connection with this subject. Let us 
examine some of the provisions of the 
law creating the classifications of busi- 
nesses into financial and commercial. 

We start with the New York State 
Enabling Act which is found in Article 
2B of the General City Law, which not 
only authorizes the city to impose the 
tax but sets forth what is commonly 
referred to as a “model law” to be en- 
acted by the city pursuant to such 
authority. The State Enabling Act at 
the outset in the model law defines a 
financial business.* 

It also defines gross income of a 
person engaged in a financial business 
as well as the gross receipts of a per- 


son in general business. The model 
law also grants certain powers to the 


chief fiscal officer of the city amongst 
which is the following: 

“To determine whether any trade, busi- 
ness, profession, vocation, or commercial 
activity shall be in whole or in part classi- 
fied as financial business or otherwise; and 
in case any trade, business, profession, 
vocation or commercial activity shall be 


*“ Financial business.” 


classified in part as financial business, to 
set forth the manner of computing the tax 
hereunder upon each part in accordance 
with such classification.” 


The model law has even gone further 
by expressly providing that the busi- 
ness of insurance ’shall not be deemed 
to be a financial business. 

The model law which appears in the 
Enabling Act has been adopted and 
enacted by the City of New York in 
substantially the same form. It is thus 
apparent that whatever classifications 
or distinctions are made between fi- 
nancial or general businesses in the 
city’s law have been originally pre- 
scribed by the State Legislature. In 
addition, by virtue of the power vested 
in the chief fiscal officer of the city by 
the State Enabling Act and the City’s 
local law, the Comptroller of the City 
of New York has classified certain 
businesses as financial businesses. He 
has exercised this power sparingly be- 
cause the predominant nature of most 
businesses is commercial. He has exer- 
cised this power by the promulgation 
of regulations, as well as by the issu- 
ance of rulings from time to time. 

It is of interest to note the addi- 
tional classifications made the 
Comptroller. In Article 301 of the 
regulations promulgated by the Comp- 
troller reference is made to the defini- 
tion of a financial business as it ap- 
pears in the local law. The Comptrol- 
ler has elaborated thereon and has 
classified the following businesses as 
being engaged in a financial business : 
(a) Members of the New York Stock Ex- 

change, the New York Curb Exchange, 
or similarly constituted exchanges, who 
act primarily as 

(1) commission brokers, 

(2) floor brokers, 


(3) floor traders, 
(4) odd-lot dealers, 


The services and transactions of private banks, private bankers, dealers and brokers in 
money, credits, commercial paper, bonds, notes, securities and stocks, monetary metals, factors, 
and commission merchants, and where the chief fiscal officer shall so determine as a fact, 
dealers in merchandise where the spread or difference between the cost of goods sold and the 
sale price is analogous to or in the nature of a commission and does not in any event exceed 
three per centum of the cost of goods sold, and such determination of fact by the chief fiscal 


officer shall be final. 
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(5) odd-lot brokers, 
(6) bond brokers and dealers, or 
(7) specialists 

(b) Finance companies ; 

(c) Traders in securities, i.e, persons who 
buy and sell or hold stocks, bonds and/or 
other securities and are engaged in such 

to such an extent as to consti- 

ying on a trade, business, voca- 
established commercial activity ; 


activities 
tute carr 
tion or 

(d) Corporatior 
trusts, and companies or 
created under trust instruments or other- 
wise whose business is analogous to that 
of an investment trust; 

(e) Personal loan companies and other li- 
censed lenders; 

(f) Dealers and brokers in royalty interests 
in oil, gas and mineral deposits’; 

(gz) Persons acting as speculators in com- 
modity futures ; 


investment 
associations 


1s organized as 


(h) Commodity brokers ; 

(i) Pawnbrokers with respect to the lending 
of money on pledges ; 

(j) Dealers in monetary metals, i.e., persons 
engaged in the business of buying and 
selling gold and silver in bullion or fine 
state as distinguished from buying and 
selling gold and silver which have been 
processed or manufactured into products 
or articles having specific and customary 
industrial, professional or artistic uses. 


You will observe that the model law 
as well as the New York City local 
law authorizes the chief fiscal officer 
of the City (in our case the Comptrol- 
ler of the City of New York) to de- 
termine whether any trade or business 
shall be wholly or in part classified as 
a financial business or otherwise. This 
is direct authority for splitting a sin- 
gle business into separate classifica- 
tions for gross receipts tax purposes. 
In actual practice this is commonly 
done. As a matter of fact, in Article 
305 of the regulations, relating to the 
taxation of interest and dividends re- 
ceived by persons engaged in a finan- 
cial business, the Comptroller has pro- 
vided that if a taxpayer is regularly 
engaged in general business and in ad- 
dition thereto is a holding company 
(which is classified as a financial busi- 
ness), it is required to file a return on 
a combination basis; that is to say, it 
is required to report its gross receipts 


from its general business on what is 


40 


commanly known as the “B’’ form pay- 
ing the tax at the general business rate, 
and report its gross income from con- 
trolled companies on what is commonly 
known as the “F” form and pay the 
tax thereon at the financial rate. For 
example: a manufacturing corporation, 
which is also a holding company, has 
sales of a million dollars. In addition 
thereto, it receives interest and divi- 
dends of one hundred thousand dollars 
from companies controlled by it. As to 
the million dollars, it is classified as a 
general business and required to pay 
a tax of 1/5 of 1% thereof. As to the 
one hundred thousand dollars, it is 
classified as a financial business and is 
required to pay a tax of 2/5 of 1% 
thereof. As a matter of fact, the Bu- 
reau has gone further and even split 
up the income of strictly holding com- 
panies into income from controlled 
companies and income from non-con- 
trolled companies. The Bureau has 
classified the income from controlled 
companies as being derived from a fi- 
nancial business, and the income from 
non-controlled companies as being de- 
rived from a general or commercial 
business. Obviously, as to non-con- 
trolled companies, it is not a holding 
company, any more than is a manufac- 
turing corporation owning shares of 
stock in another corporation, represent- 
ing less than a controlling interest 
therein. 

Another instance of splitting a sin- 
gle business into separate classifications 
may be found in dealers in merchan- 
dise. As you know, dealers in mer- 
chandise are subject to tax as a finan- 
cial business where the Comptroller 
shall determine as a fact that the spread 
or difference between the cost of goods 
sold and the sales price is analogous to 
or in the nature of a commission and 
that such spread does not in any event 
exceed 3% of the cost of goods sold. 
It often happens that such dealer in 
merchandise has sales where the 
spread or difference between the cost 
of goods sold and the sales price (gross 
profit) is in excess of 3% of the cost 
of goods sold, as well as sales where 
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the gross profit is 3% or less. In such 
cases, he is required to file two returns, 
one showing the sales where the gross 
profit is in excess of 3%, (Form B), 
in which event he is required to report 
the gross receipts from such sales and 
pay the tax thereon at the general busi- 
ness rate, and another (Form F) 
showing the sales where the gross 
profit is 3% or less, in which event he 
is required to report the gross profit 
from such sales and pay the tax thereon 
at the financial rate. In connection with 
an audit by the Bureau of such dealer 
in merchandise, an examination is 
made of the taxpayer’s sales upon 
which the gross profit only was re- 
ported. A test check is used for this 
purpose. 

Another business which has been 
divided into a financial and general 
business by the Comptroller is that of 
pawnbrokers. In Article 308 of the 
regulations, pawnbrokers are classified 
as a financial business with respect to 
interest derived from lending money 
on pledges. Where the pawbroker sells 
tangible personal property over the 
counter, he is regarded as being in a 
general business and is required to re- 
port the gross receipts from such sales 
on the so-called “B” form. 


Factors and commission merchants 
are classified as being in a financial 
business and are required to pay the 
tax on their gross income (Article 306 
of the regulations). The Comptroller 
has made a distinction between a factor 
and a commission merchant on the one 
hand, and selling agents or merchan- 
dise brokers, who generally sell prop- 
erty only in the name of the principal 
and usually have no possession, man- 
agement or control of the goods or any 
special property or lien therein. Such 
selling agents or merchandise brokers 
are classified as being engaged in a 
general business except where the sell- 
ing agent is also a “del credere agent,” 
that is, in consideration of additional 
compensation agrees to guarantee to 
his principal the solvency of the debtor 
and the puictual discharge of the debt, 


1949 


in which event such agent is classed as 
a factor and is deemed to be engaged 
in a financial business. 

I made reference to dealers in mer- 
chandise. As you know, in order for a 
person engaged in business to qualify 
as a dealer in merchandise, it must be 
established, to the satisfaction of the 
Comptroller, that the spread or differ- 
ence between the cost of goods sold is 
analogous to or in the nature of a com- 
mission, and that the spread does not 
in any event exceed 3% of the cost of 
goods sold. In determining the gross 
profit of a qualified dealer in merchan- 
dise the Comptroller has provided 
(Article 307 of the regulations) that 
the cost of goods sold, including any 
incidental expenses paid or incurred in 
connection with the acquisition thereof, 
but not including salaries, wages and 
overhead, may be deducted from the 
gross receipts from sales. However, in 
spite of these requirements the Comp- 
troller has restricted the classification 
of dealers in merchandise, and hence, 
as a financial business, only to whole- 
sale dealers in certain types of mer- 
chandise, namely, dealers in perishable 
goods, such as, butter and eggs, fruits 
and vegetables, unprocessed meats and 
dressed poultry, unprocessed fish, and 
also to wholesale dealers in sugar, and 
wholesale tobacco jobbers where the 
sales of cigarettes and tobacco (exclud- 
ing cigars) equal at least 75% of the 
total sales of the year. 

Presumably the reason for restrict- 
ing the classification of wholesale deal- 
ers in merchandise as a financial busi- 
ness to those dealing in perishable 
goods, and to sugar and tobacco job- 
bers, is the fact that from experience 
it has been demonstrated that these 
goods must be disposed of within a 
comparatively short period of time, 
and/or because the margin of profit is 
so minute as to make it unfair and in- 
equitable to impose a tax on the fotal 
receipts from sales. 

In passing, it might be interesting to 
note that persons who are engaged in 
manufacturing, fabricating or process- 
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ing the merchandise dealt in cannot 
qualify as dealers in merchandise, even 
though they would otherwise be deemed 
dealers in merchandise by virtue of the 
fact that the spread or difference be- 
tween the cost and sales price of the 
goods is analogous to or in the nature 
of a commission, and that such spread 
does not in any event exceed 3% of the 
cost of eoods sold. 

Up to this point I made no reierence 
to any cases brought before the courts 
on the question involving the proper 
classification of a business either finan- 
cial or commercial. The reason for that 
is that there has been a dearth of litiga- 
tion. In fact the only case that comes 
to my mind involving the question at 
all is the case of Realty Associates 
Securities Corp. v. Portfolio, 274 App. 
Div. 924 (Mem.). In that case a defi- 
ciency assessment was made against the 
taxpayer as a financial business. The 
taxpayer Was a domestic corporation 
organized for the purpose of financ- 
ing installment contracts of sale of real 
property owned and sold by its affili- 
ates. Its business was restricted to the 
purchase of first and second mortgages, 
participations in mortgages, building 
loans, installment sale contracts and 
the investment of funds in legal securi- 
ties. In addition, it held and operated 
real estate only to protect its mortgage 
lien interests. For part of the period 
involved the taxpayer reported its 
receipts as a financial business but for 
the latter years it filed returns as a 
general business. The taxpayer's con- 
tention was that since the predominant 
nature of its business for the latter 
vears was real estate, it should be taxed 
as a general business, and not as a finan- 
cial business as to any part. The city 
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contended that the laws and regula- 
tions do not require that a person’s 
entire business be classified as either 
financial or general on the basis of the 
predominant nature of its business; 
that they authorize classification of 
parts of a business, and the taxing of 
each part, either as a financial business 
or as a_ general business. When 
the came up before court 
(Supreme Court, Appellate Division ) 
a very important procedural question 
was also involved. The court merely 
confirmed the Comptroller's determina- 
tion without opinion, (there being one 
dissent in part by one judge relating to 
the tax on certain income). I believe 
the case can be taken as authority for 
the proposition that under the law and 
the regulations a business need not be 
classified either all financial or all gen- 
eral, but that it may be classified in 
part financial and in part general, and 
the tax computed upon each part in 
accordance with each classification; 
that the classification of a business is 
not required to be made on the basis of 
the predominant nature of the business. 

In concluding, one thing should be 
made clear. Wherever any question 
arises as to whether a business falls in 
one classification or the other (that is, 
financial or general) the determination 
by the Comptroller is generally final, if 
there is ample “warrant in the record” 
and a “reasonable basis in law.” 
ter of Mounting and Finishing Co. v. 
McGoldrick, 294 N.Y. 104 The 
development of any evidence, therefore, 
in support of either classification should 
be based upon a full presentation of 
all the facts that would tend to bring 
the case within one or the other of such 
classifications. 


Case 


ti > 
the 


Auaqust 


‘ 
i 


Procedure in Auditing Returns and 
Processing Disputed Matters 


By Lovis Goopcotp, C.P.A. 


oe proceeding with the subject 
matter assigned to me, it must be 
pointed cut that all of the local excise 
tax laws are administered jointly by 
the offices of the Comptroller and 
Treasurer. However, the power to 
make audits is conferred exclusively on 
the Comptroller. Returns are filed with 
and the taxes due thereon are paid to 
the City Treasurer. After such re- 
turns are checked by the Treasurer's 
Office. they are forwarded to the Bu- 
reau of Excise Taxes, a division of the 
Comptroller's Office, located at 74 
Trinity Place, where they are perma- 
nenily retained. 

This Bureau, which is administered 
by a Special Deputy Comptroller as- 
sisted by an executive staff, is divided 
for administrative purposes into a num- 
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ber of units. Those pertinent to the 
auditing and processing of disputed 
matters are the Audit Control Unit, 
the Audit Units, the Reviews Unit, the 
Hearings Unit and the Tax Counsel 
Unit. 

Ail returns forwarded to the Bureau 
of Excise Taxes are directed to the 
Audit Control Unit where they are 
processed, and those selected for audit 
are assigned to the respective audit 
units. The Audit Control Unit main- 
tains a record of all registered vendors 
arranged by types of business. Imme- 
diately upon the assignment of a tax- 
paver’s returns for audit, the date of 
such assignment is entered in the regis- 
ter opposite the name of the taxpayer ; 
and upon completion of the audit a sec- 
ond entry is made showing the period 
covered by the audit. Periodically, this 
register or code book as it is sometimes 
called, is examined to determine those 
taxpayers whose returns have never 
been audited or whose returns have not 
been audited over an extended period 
of time. Where warranted, the returns 
of such taxpayers are also selected and 
assigned for audit. This unit also main- 
tains a register which in effect is a 
history record of every case from the 
time the returns are assigned for audit 
until a final determination is mailed to 
the taxpayer. 

There are nine audit units within the 
3ureau and these include the follow- 
ing: 

Sales Tax Field 

Sales Tax Office 

Business Tax 

Compensating Use Tax 
Utility and Conduit Taxes 
Hotel and Pari-Mutuel Taxes 
Bankruptcy and Assignment 
Bulk Sales 

Investigations 


Assignment of Returns for Audit 
The units to which returns are as- 
signed for audit are determined by the 
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types and nature of the businesses in 
which taxpayers are primarily engaged. 
Thus, the returns of persons primar- 
ily engaged in the sale of tangible per- 
sonal property at retail are assigned to 
the Sales Tax Field or Office Audit 
Units depending upon whether the an- 
nual sales of such persons are over or 
under $100,000 per annum. If the an- 
nual sales are over $100,000, the re- 
turns are assigned to the Saies Tax 
Field Unit. If the annual sales are 
$100,000 or less, the returns are a 


1 


signed to the Sales Tax Office Audit 
Unit. 
The returns of manufacturers, 


wholesalers and jobbers who do not 
make sales at retail or who make inci- 
dental sales at retail, and persons en- 
ized in a financial business are as- 
ned to the Business Tax Unit. 

rhe returns of persons engaged in 
business primarily building or 
plumbing contractors, advertising 
agencies, or other types of service iv 
dustries and who purchase tangible per 
sonal property for their own use an 
not for resale, are assigned to the 
Compensating Use Tax Unit. 

The returns of persons engaged pri- 
marily in the hotel are as- 
signed to the Hotel Unit. The returns 
of pari-mutuel organizations are also 
assigned to this unit. 

The returns of utility corporations 
and persons engaged in the sale of util- 
ity services as defined by law aye as- 
signed to the Utility Tax Unit. The 
returns of conduit companies are also 
assigned to this unit. 

Simultaneously with an audit of a 
taxpayer’s returns under any local law, 
the unit making such audit is also re- 
quired to audit the returns of the same 
taxpayer under all other laws pursuant 
to which such taxpayer is liable for tax. 
To illustrate: The Hotel Unit makes 
audits oi persons primarily engaged in 
the hotel !usiness and liable for the ho- 
tel tax. Persons so engaged also have 
receipts from the sale of food, liquor 
and other articles of tangible personal 
property, and receipts from telephone 
and other services, and therefore are 
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also subject to tax under the sales, busi- 
ness and utility tax laws. Accordingly, 
the Hotel Unit is required to audit the 
returns cf such person under all of the 
aforesaid laws. 

The Bankruptcy & Assignment Unit 
audits returns filed under all laws by 
persons who have filed petitions in 
bankruptcy or who have made general 
assignments for the benefit of creditors. 

The Bulk Sales Unit audits returns 
filed under all laws by persons who 
have filed or who are required to file 
notices of bulk sales. 

The Investigations Unit, as its name 
indicates, conducts special investiga- 
tions of taxpayers, and audits all re- 
{urns assigned to it by the Deputy or 
his Assistant, and oftentimes re-audits 
cases where the original audits have 
been rejected. 


Audit and Review of Returns 

Preliminary to the commencement 
of an audit by the Sales or Compen- 
sating Use Tax Units, the taxpayer is 
notified by letter of a pending audit. 
Form A-20 is used for said purpose. 
The date of the commencement of the 
audit, the period selected for a test 
check, and the schedules and records 
required to be submitted at the time of 
audit in support of the taxpayer's gross 
receipts and deductions are set forth in 
the letter. The taxpayer is afforded an 
opportunity to designate another date 
if the date fixed in the ietter is not con- 
venient to him provided, however, such 
other date is not more than thirty days 
from the date of the letter. If no other 
date is requested, the audit commences 
on the date fixed in the letter. For 
various reasons, this practice of notify- 
ing the taxpayer by letter of a pending 
audit is not followed by the other audit 
units. 

With the exception of the Bulk Sales 
and Bankruptcy & Assignment Units, 
all audits are conducted in the field. 
Audits by the Bulk Sales Unit are 
made in the office of the Bureau. Au- 
dits by the Bankruptcy & Assignment 
Unit are made in the field or in the 
office of the Bureau, as the case may be. 
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The returns assigned to an audit 
unit are distributed to the respective 
group chiefs in that unit. The latter in 
turn assign such returns to the auditors 
under their supervision. 

Every audit covers a period of not 
less than three years provided, how- 
ever, the taxpayer has been engaged in 
business in the City for three years. 
Where the taxpayer has been engaged 
in business in the City for a shorter 
period, the audit covers such shorter 
period. Where a taxpayer files returns 
which are wilfully false or with fraudu- 
lent intent to evade the tax, or where 
he files no returns as provided by law, 
the audit is extended beyond the three 
year period without limitation. 

In connection with every audit, the 
auditor is required to give considera- 
tion to all factors having a bearing on 
the procedure to be followed. Included 
in such factors but not limited thereto 
are the following: 


Technical problems involved. 

Results of prior audits, if any. 

Nature of the taxpayer’s business. 

Adequacy of the gross receipts reported. 

Percentage of deductions taken. 

Changes in the method -of doing business, 
if any. 

Bureau's instructions to auditors, and spe- 
cial rulings relative to businesses of a 
similar nature. 


Upon completion of the audit, the 
returns are either accepted as filed or 
a recommendation for a proposed de- 
ficiency assessment is made by the au- 
ditor. The auditor’s report is subject 
to review by his superiors and the Re- 
views Unit created for said purpose. A 
proposed tax deficiency is not official 
until approved by the Special Deputy 
Comptroller. At any stage prior to 
such approval, the auditor’s recom- 
mendations may be rejected. The re- 
jection may be based on an improper 
application of the law or regulations, 
on an insufficiency of the period se- 
lected for a test check, or on any other 
ground which has a_ bearing on a 
proper determination of a taxpayer’s 
liability for tax. 
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Rights and Privileges 

of the Taxpayer 

A taxpayer, or his duly authorized 
representative, may appear at the office 
of the Bureau at any stage prior to the 
issuance of a determination. He may 
appear before the auditor’s group chief 
or his superiors immediately upon the 
completion of an audit for the purposes 
of discussing the application of the law 
and the regulations to the taxpayer’s 
business, or to obtain copies of the 
auditor’s work sheets, or to work out 
a settlement for the purposes of sign- 
ing a consent and waiver assessment. 
If the taxpayer signs a consent and 
waiver assessment, the same is subject 
to review as described heretofore and is 
not official until approved by the Spe- 
cial Deputy Comptroller. After an as- 
sessment has been reviewed and ap- 
proved, a determination is mailed to 
the taxpayer or his duly authorized 
representative, as the case may be. If 
the determination is based on a consent 
and waiver, Form A-17 is issued. This 
is a notice to the taxpayer that the 
Comptroller has confirmed the consent 
and waiver signed by the taxpayer cov- 
ering his tax deficiency for the period 
indicated therein. The amount of the 
deficiency and the periods covered by 
the audit are set forth, and the taxpayer 
is required to pay the tax due within 
the time specified. Where the taxpayer 
does not sign a consent and waiver to 
the proposed determination, Form 
A-2lc is issued. This is a thirty-day 
letter sent by registered mail notifying 
the taxpayer of a determination of a 
tax deficiency. The amount of the de- 
ficiency and the periods covered by the 
audit are set forth therein. The tax- 
payer has thirty days’ time from the 
date of the mailing of the letter within 
which to pay the amount determined, 
or in the event of his failure to agree 
to the determination to make written 
application to the Comptroller for a 
hearing thereon. If no such application 
for a hearing is made, the original de- 
termination becomes final and irrevo- 
cable. If such application is made, a 
date for a hearing thereon is fixed by 
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the Hearings Unit and the taxpayer is 
duly notified thereof. 


Informal and Formal Hearings 

On the date fixed for the hearing, 
the taxpayer or his duly authorized 
representative may appear before the 
Hearings Unit for an informal confer- 
ence to discuss the propriety of the 
assessment or for the purpose of arriv- 
ing at a basis for a settlement. If a set- 
tlement is reached, the taxpayer is re- 
quested to sign a consent and waiver to 
the amount agreed upon, after which 
he is formally notified thereof by let- 
ter. A copy of this final notification is 
sent to the City Treasurer’s Office for 
collection. 

In the event that no agreement 1s 
reached at the informal conference, a 
date is fixed for a formal hearing at 
which time the taxpayer may appear 
in person or be represented by his 
duly authorized representative who 
must be an attorney-at-law. At such 
formal conference, the Bureau is rep 
resented by a formal conferee who is 
the presiding officer and a representa- 
tive of the Office of the Corporation 
Counsel. There is also present a re- 
porting stenographer designated by the 
Sureau. The witnesses are sworn and 
written testimony is taken. Generally 
speaking, these formal hearings are in 
the nature of a quasi-judicial proceed- 
ing and are conducted in accordance 
with the rules of evidence as practiced 
before the courts of the State of New 
York. Copies of the official minutes 
may be had upon request and payment 
therefor at a cost of 25¢ per page. 

At the conclusion of the hearing, the 
conferee prepares his report which is 
subject to review and approval in the 
same manner as outlined in the case of 
original determinations except that 
such report is also subject to approval 
by Tax Counsel. Based upon such ap- 
provals, the Comptroller gives notice 
of his final determination to the tax- 
paver by mail. The final determination 
of the Comptroller is reviewable for 
error, illegality or unconstitutionality 
or for any reason whatsoever by a pro- 
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ceeding under Article 78 of the Civil 
Practice Act if application therefor is 
made to the Supreme Court within 
thirty days after the giving of the no- 
tice of such determination. Such a pro- 
ceeding cannot be instituted unless the 
amount of any tax sought to be so re- 
viewed, with penalties and _ interest 
thereon, if any, is first deposited with 
the Treasurer, and an undertaking filed 
to cover costs. 


Audit Procedures 

Every audit includes a verification of 
gross receipts, fixed assets and expense 
purchases, deductions and tax collec- 
lections. 

Where a taxpayer maintains ade- 
quate records and the receipts reported 
by him are in accord with such rec- 
ords, the receipts reported will be ac- 
cepted as correct. If they are not in 
accord with such records but are un- 
derstated, the amount understated will 
be assessed providing the taxpayer is 
unable to sustain the burden of show- 
ing that such understatement repre- 
sents non-taxable sales. 

The City is not bound to accept the 
taxpayer's statements (unsupported by 
any records) which are contrary to en- 
tries on his books pointing to a greater 
amount of sales than the taxpaver re- 
ported. 

Where a taxpayer does not maintain 
records or maintains records which are 
inadequate, and there is a clear indica- 
tion that the receipts reported are un- 
derstated, the Bureau for the purpose 
of estimating the tax will resort to the 
use of external indices, such as num- 
ber of employees of the taxpayer, rent- 
als paid, stock on hand and/or other 
factors. 

In situations where fraud is indi- 
cated, the taxpayer's returns are re- 
ferred to the Investigations Unit for a 
more detailed audit. In that connec- 
tion, the records of related vendees, 
banks, insurance companies, personal 
finance companies, the Motor Vehicle 
Bureax: and other agencies will be ex- 
amined for the purpose of estimating 
the tax. Where fraud is established 
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the audit is generally extended beyond 
the statutory period. 

Non-recurring purchases such as 
fixed asset purchases are verified by an 
examination of all fixed asset accounts 
All entries, both debit and credit, are 
carefully checked with supporting data, 
and wherever it appears that no sales 
or compensating use tax has been paid 
on such purchases, a tax deficiency is 
assessed thereon. Out-of-town  pur- 
chases are assessed in full without al- 
lowance for trade-ins. 


With respect to expense purchases, a 
period, generally three months, within 
the audit period is selected for a test 
check. All expense purchases made 
during such period are examined. 
Those purchases upon which no sales 
or compensating use tax has been paid 
are listed, and the total amount thereof 
ascertained. A percentage of unre- 
ported taxable purchases for the test 
period is then determined and applied 
to the total purchases for the audit 
period to ascertain the total unreported 
taxable purchases. Where warranted, 
other formulae are used to determine 
unreported taxable purchases for the 
period covered by the audit. 


With respect to the verification of 
deductions, the auditor will check in 
detail the items listed on the schedules 
submitted by the taxpayer for the test 
period. A percentage of error for each 
class of deductions, if any, is ascer- 
tained and applied to the same class of 
deductions for the audit period. The 
resulting amounts are included in the 
proposed deficiency assessment. 


A second test period may be used in 
certain cases, if the facts warrant such 
action. Where such second test period 
is used, average percentages of error 
for both test periods are determined 
and applied in the same manner as in 
the case of a single test period. Where 
there: has been a change in the nature 
of the taxpayer’s business during the 
period covered by the audit, the test 
periods used will be those within the 
audit period before and after such 
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change, and the resulting percentages 
of error will be applied to the deduc- 
tions of the respective periods affected 
thereby. 

If the required schedules and proof 
are not submitted, the deductions taken 
will be disallowed. All receipts are 
presumed to be taxable and the bur- 
den of proving that such receipts are 
not taxable is on the taxpayer. 


With respect to sales claimed to have 
been delivered by the vendor to points 
outside the City, the Bureau will accept 
as proof of delivery parcel post receipts, 
railway express receipts, or other doc- 
umentary evidence of delivery. Where 
the taxpayer claims that such out-of- 
City deliveries were made by his own 
trucks or messenger, as the case may 
be, the Bureau will resort to a veri- 
fication of such deliveries by direct 
communication with a representative 
number of vendees. Unsubstantiated 
out-of-City sales will be disallowed. 


3ecause of the experience of the Bu- 
reau with respect to deductions for out- 
of-City sales claimed by automobile 
dealers, and as a result of numerous 
conferences with automobile dealers 
and their representatives pertaining to 
this subject, a special procedure effec- 
tive April 1, 1948, was instituted for 
the verification of such sales. Under 
this procedure, three methods are set 
forth. The dealer may use either one 
of them or a combination of all of 
them. Under the first method, the 
dealer may engage regularly licensed 
common carriers to make such out-of- 
town deliveries. The common carrier 
is required to attach its own plates to 
the car at the time it is picked up at the 
dealer’s place of business and obtain 
a signed freight receipt from the ven- 
dee showing the car was actually de- 
livered to the vendee outside the City 
of New York. This receipt is required 
to be returned to the dealer and re- 
tained by him as proof of such out-of- 
City delivery. Where there is a com- 
pliance with these requirements, the 
out-of-City sales are allowed as a de- 
duction. Under the second method. 
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the dealer is required to collect a tax 
on all sales of automobiles to out-of- 
City customers regardless of the place 
of delivery. The customer at the time 
the car is purchased files with the 
dealer a form furnished by the latter 
which is a combination protest and 
claim for refund. The dealer files 
monthly schedules with the Bureau on 
which are listed all sales to out-oi-City 
customers from whom the tax was col- 
lected. :\ttached to said monthly sched- 
ules are the combination protest and 
claim for refund forms executed by the 
ven The dealer retains the taxes 
collected by him in escrow in a special! 
account pending a verification of the 
claims by the Bureau with the respec- 
tive vendees, after which the Bureau 
advises the dealer to return the tax 
thus collected to his vendees, or to pay 
over the same to the City Treasurer. 
In any event, all taxes held in escrow 
for more than six months and not re- 
turned to the vendeces must be paid 
over to the ¢ itv. 

Under Method #3, the dealer does 
not coilect the tax on sales delivered 
out of the City but nevertheless is re- 
quired to file monthly schedules with 
the Bureau, listing thereon all alleged 
out-of-City sales. The Bureau verifies 
such out-of-City sales by direct cor- 
respondence with the vendees and by 

f the taxpayer’s records. 


lees. 


examination of tl 
All out-of-City sales not substantiated 


are disallowed and the dealer is re- 
quired to pay over to the City the tax 
due thereon. 


The ditference between Methods 
#2 and #3 is that under Method #2 the 
dealer does not sustain a personal loss 
if the alleged out-of-Citv sales are dis- 
allowed, since he has collected the tax 
thereon in advance, whereas under 
Method #5, the dealer must pay the 


tax out of his own funds, 


ar 
+} 


Sales for 
ported by 
from vendees. 


resale are allowed if sup- 

resale certificates obtained 
A vendee is not entitled 

to furnish a resale certificate unless the 
lise purchased by him is for 
the form of tangible personal 
If the purchase is made for 


merchan 


( 
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any other purpose, the vendee is not 
entitled to submit a resale certificate. 
In such case he is required to pay the 
tax to his vendor. To illustrate: A 
vendee engaged in the sale of men’s 
suits at retail purchases such suits 
from a manufacturer thereof. The 
vendee is entitled to submit a resale 


certificate to the manufacturer. How- 
ever, 1f such vendee purchases cigars 


gar dealer to give away to 
his customers, he is not entitled to fur- 
nish a resale certificate to the cigar 
dealer, and the latter is required to col- 
lect a tax on the selling price of the 
cigars. 

Time does not permit of a detailed 
discussion of the audit procedure with 
respect to verification of all classes of 
deductions. Suffice it to say that doc- 
umentary proof in all cases is required 
in support thereof. A mere statement 
on the part of the vendor without docu- 
mentary proof is insufficient to entitle 
him to exemption on claimed non-tax- 
able receipts. 


from a cigar 


Tax Collection Problems 

Under the Hotel and Sales Tax laws, 
the question of tax collections is an 
important factor. Under these laws, 
the tax 1s imposed upon the receipts 
from every taxable transaction as dis- 
tinguished from a tax imposed upon 
total taxable receipts. as is the case 
under the Business Tax, Utility Tax 
and Conduit Tax laws. Under the 
Ifotel Tax law, the application of the 
base rate of 5% on the rent of every 
taxable occupancy may result in a tax 
which is in excess of 5% of the total 
rent. Thus, a tax on every rental of 
$2.25 per day will be 12¢ or 5.33%; a 
tax on every rental of $2.50 per day 
will be 13¢ or 5.2%; a tax on every 
rental of $2.75 per day will be 14¢ or 
5.09%, etc. Where such transactions 
are numerous, the additional tax for a 
three-year period resulting from this 
windfall will be considerable. In such 
case, the hotel operator must pay over 
to the City Treasurer the tax collected 
the total taxable rentals, 


is greater. 


or 


whichever 
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Under the Sales Tax law, the Comp- 
troller has promulgated a schedule of 
amounts upon which the tax is re- 
quired to be collected, with the result 
that the tax on every taxable trans- 
action other than sales of 50¢ or mul- 
tiples thereof is either more or less 
than 2%. This schedule is as follows: 

On sales of 1¢ to 16¢...... 

Frou 2¢ tax 


On every even dollar in ex- 
cess of the above amounts 2¢ additional 


Under this schedule, a retailer will col- 
lect exactly 2% on sales of 50¢. On 
32 amounts, that is to say, on sales from 
1¢ to 164 and from 51é¢ to 66¢ he will 
collect less than 2%; and on 66 
amounts, that is to say, on sales from 
17¢ to 49¢ and from 67¢ to 99¢ he will 
collect more than 2%. In other words, 
when applied to business generally, a 
retailer will collect a tax in excess of 
2% on more than twice the number of 
amounts than he will collect a tax of 
less than 2%. Accordingly, some re- 
tailers will collect a tax which will be 
more and others less than the tax col- 
lected at the base rate when applied to 
the gross receipts from all their taxable 
sales. 

It is also recognized that some re- 
tailers, because of their method of do- 
ing business and the amount of their 


individual sales transactions, will col- 
lect no tax whatsoever; for example 
retailers of 5¢ packages of gum sold 
exclusively through vending machines. 
The schedule being part of the law, the 
retailer collecting a tax in accordance 
therewith, must pay over to the Treas- 
urer the tax collected, or 2% of his 
taxable sales, whichever is greater. 

Where a retailer has computed the 
tax on every taxable transaction and 
maintains adequate records showing 
the total taxes thus collected, he must 
pay over the same to the City Treas- 
urer if it is in excess of 2% of his total 
taxable sales including taxable sales of 
16¢ and less; otherwise, he must pay 
over 2% of such sales. 

Where the retailer does not maintain 
records of tax collections, or maintains 
records which are inadequate, the 
City’s auditor will select a test period 
and determine the effective rate of tax 
collectible on all taxable sales made 
during said period. The rate thus de- 
termined, or 2%, whichever is greater, 
will be applied to the retailer’s total 
taxable sales for the audit period to as- 
certain the amount due the City. 

This in substance is a statement cov- 
ering the audit procedure and the proc- 
essing of disputed matters in the Bu- 
reau of Excise Taxes of the Office of 
the Comptroller. 


AN ADIRONDACK VIEW 


SYSTEMS. We have just ordered, paid for, and received a copy of a new book 
on accounting systems and their installation. It looks like a good book. But we fail 
to find two very important items in the program for small businesses, namely— 

1. The books used in the system must be small enough to fit the safest available 


place of overnight storage. 


2. The accounting methods used must fit the accounting possibilities of the person 
who is going to do the bookkeeping. 

A few years ago a wholesaler’s place went up in smoke; the only thing left was 
the safe, which was under a pile of dough that was baked by the fire, after the flour, 
which was stored overhead, dropped into the office and was mixed with water by the 
firemen. (We never did find out where the yeast came from.) The new visible general 
ledger which we had just previously made for them was safe in the safe; all their other 
accounting books were too large to go in! 

You can figure out #2 yourself; or take a day off some time and try to make a 
bookkeeper out of the snappy blond stenog—or the corporation’s president-treasurer. 

And we will be seeing you at Saranac Inn in September; better over-work as 
much as possible until then, so you will get more enjoyment from the days there. But 
don’t overdo the over-work and land in a hospital. 

Leonard Houcuton, C.P.A. 
Of the Adirondack “Chapter.” 
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Accounting for Cooperative Apartment 
Buildings 
By Avrrep L, CAMPBELL, C.P.A. 


A COOPERATIVE apartment building, 
as you probably know, is a build- 
ing in which the occupants are the 
owners, by reason of stockholdings in 
the owning corporation. At the organi- 
zation of the corporation each rentable 
unit is assigned a number of shares 
ting the relative value of the space, 
and the tenant-owners, by purchasing 
these shares, thereby obtain the right 
to occupy the apartment, usually under 
a long-term proprietary lease. The 
principal income is derived from assess- 
ments made against each tenant-stock- 
holder. The proprietary rent is fixed 
by the Board of Directors of the own- 
ing corporation which is, turn, 
elected by the tenant-stockholders. 

One of the primary purposes of the 
accounting records for a cooperative 
apartment building is to enable the 
management easily to prepare a state- 
ment of the cash transactions at the 
end of each month. However, they 
must also be kept in such form as to 
disclose all the necessary detailed in- 
formation needed for all other account- 
Ing purposes. 


ALFRED LIsLE CAMPBELL, C.P.A.., 


man & Co., Inc. He has been a mem- 
her of the Society since 1942, and is 
presently serving on its Committee 
m Real Estate Accounting. He is 
ilso a member of the Controller's 
Institute of America. Mr. Campbell 
completed his accountancy studies at 
Columbia University in 1921. 

This paper was presented by Mr. 
Campbell at a technical meeting of 
the Society held on May 2, 1949, at 
the Engineering Societies’ Building, 
under the auspices of the Commit- 
tee on Real Estate Accounting. 
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Another purpose stems from the ne- 
cessity for compiling data regarding in- 
come and expenses at monthly or other 
stated periods during the year, for 
comparison with the annual budget. Of 
course, there is also the need to pre- 
pare the usual periodic financial state- 
ments 


Budget 

A careful budget is prepared, dis- 
closing an estimate of the amount of 
funds required for all disbursements 
during the ensuing vear, including all 
expenses in connection with operations 
and maintenance, taxes, mortgage in- 
terest, etc., and also including mortgage 
amortization, if any. If there are any 
stores or servants’ rooms (or any other 
space owned by the corporation) leased 
to tenant-owners on a straight rental 
hasis, the amount of rent is established 
by its market value and the tenant 1s 
billed therefor on a monthly basis. Of 
course, this and all other forms of in- 
come are offsets to the budgeted ex- 
penditures. It is essential that this 
budget be accurately prepared, because 
it is the basis for fixing the amount of 
the proprietary rent referred to above. 
This rent must be in such an amount 
as will meet all known and anticipated 
expenditures and, at the same time, in- 
clude a margin of safety to cover ex- 
traordinary items. 

The net amount of the budgetary re- 
quirement is next divided by the total 
number of shares outstanding to ascer- 
tain the pro-rata charge per share. 
Each tenant-owner is then assessed in 
an amount equal to the number of 
shares assigned to his apartment mul- 
tiplied by this prorated charge per 
share. One-twelfth of this annual as- 
sessment is then billed to the tenant 
each month, or one-quarter thereof 
every three months. 
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The bill to the tenant-owners for the 
monthly assessment is often analyzed 
in detail, in order to indicate the various 
components thereof. Since the tenant- 
owner js entitled to deduct on his in- 
come tax return the amounts of taxes 
and interest paid by him, it is necessary 
that a record be kept disclosing the 
amounts of these items included in his 
annual assessment. It is good policy 
also to indicate specifically on the 
monthly bills the amount of amortiza- 
tion included in the charge, for the in- 
formatioen of the tenant-owners. 


Billing Control and Procedures 

\ form inust be set up to control the 
month'y billings to accounts receivable. 
It should contain the following infor- 
mation: Space occupied, name of ten- 
ant, number of shares, and total month- 
ly billing. Also, the amounts of any 
direct charges to tenants, pro-rated 
amortization payments, ete. 

This form may be kept in a columnar 
arrangement, using a column for each 
month ; however, it will be unnecessary 
to repeat the regularly recurring 
monthly entries after the initial tabula- 
tion, until some change is made in the 
amount of the fixed billing. It is a good 
plan to use two or more lines for each 
space unt, to enable changes to be 
made in the name of the tenant-owner 
if a sale of the apartment is’ consum- 
mated. The-total of these monthly 
charges is an element in the control of 
accounts receivable for fixed charges or 
assessments. 

The use of an automatic addressing 
machine will be found to be of great 
help in preparing the bills showing the 
name of the tenant-owner and the regu- 
lar monthly billing charge. After the 
bills have been stamped out by the ma- 
chine any other miscellaneous or sundry 
charges to be billed may be entered by 
typewriter, the amounts being added 
while the bill is still in the machine 
and the grand total then recorded on 
the bill. There are many charges which 
may be paid for the account of tenants, 
and it is important that these items be 
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charged to their accounts as promptly 
as possible. 

Many charges to tenants originate in 
charge vouchers, prepared in duplicate 
by the Superintendent’s department, to 
cover items delivered from the stock of 
supplies on hand. These charge vouch- 
ers should not be allowed to accumu- 
late, but should be posted promptly to 
the tenants’ accounts when received in 
the Accounting Department. One copy 
of each voucher should be sent to the 
tenant with his monthly bill, in expla- 
nation of the charge. 

A listing of the total of all tenants’ 
bills may then be taken and the total 
checked with the monthly control as 
established, giving consideration to any 
arrears, prepayments, and sundry 
charges. 

It is a good plan to have the bills 
printed in such shape and size that they 
may easily be inserted in a window 
envelope, thus eliminating the necessity 
for separately writing and addressing 
envelopes therefor. 


Tenants’ Accounts Receivable 

and Related Procedures 

Records of individual accounts with 
tenant-owners may be kept on any of 
the usual forms for accounts receivable. 
However, the record keeping may be 
considerably simplified by proper de- 
sign of the ledger sheets or cards. In 
our office, we like the idea of having 
the cards printed with captions to guide 
the monthly billings, so that there is 
no unnecessary writing each month. 
The form should be ruled in monthly 
columns and receipts are posted directly 
to the account simply by noting the 
date paid. We find that there is a great 
saving of time in keeping the record in 
this manner, instead of in the usual 
debit and credit style of ruling. 

When the checks are received they 
are collated and, if any check is re- 
ceived without a bill, a memorandum 
record is made up for our purposes. The 
checks are carefully scrutinized for 
dates, signature, etc., and the bank on 
which the check is drawn is recorded 
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on the bill. The bank deposit slip is 
then prepared, in duplicate, on an add- 
ing machine, the copy being attached to 
the group of bills covering the deposits 
for the day. This amount is thereupon 
recorded by the bookkeeper as the 
amount of the day’s deposit; it should, 
of course, be checked against the cor- 
esiadlion deposit as recorded in the 
bank pass-book. If any tenant requests 
a receipt, the original bill is properly 
si before the bills are grouped 

and a memorandum record 
is substituted for the bill. These 
gether with the attached copy 
eposit slip, are then delivered 
‘counts receivable bookkeeper 
ae to the proper accounts. 

As explained before, since the 
amounts have already been set up in 
the accounts receivable record, it is 
necessary to post only the date on which 
has been rece ived, unless 
the payment is only a part-payment, 
that is, less than the amount billed, or 
is a in excess thereof. 
These bills together with the related 
deposit slip are then filed chronological- 
ly for the permanent record. 

At the end of the month a list of 
arrears must be prepared, the total of 
which must be in agreement with the 

ntrol figure, which is the difference 
“en the total of the accounts re- 
ceivable balances at the beginning of 
the month plus the current charges and 
less the total of collections, allowances 
or cancellations during the month, 


toge the 


for post 


the lent 


Vendors’ Accounts Payable 
and Related Procedures 


When ordering materials, supplies, 
or work in connection with the opera- 
nape of the premises it is important that 

t properly authorized order be issued 
for the purpose. The original is sent 
to the vendor and a copy to the Super- 
intendent of the building, who returns 
it to the Accounts Payable Division of 
the Accounting Department with prop- 
er delivery receipts, after having ap- 
proved it as to the receipt of the mate- 
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rial or supplies or satisfactory comple- 
tion of work. 

When the bill is received by the Ac- 
counts Payable Division, it is attached 
to the office copy of the order and the 
Superintendent’s approved copy thereof 
which, as noted above, has been re- 
turned to the office. It is then carefully 
audited and passed to the supervisor of 
the property for approval. If any of 
these charges are incurred for the bene- 
fit of a particular tenant and are to be 
charged to him, the Superintendent 
prepares, in duplicate, a copy of a 
“Tenant Charge” and sends it to the 
Accounts Receivable Division for im- 
mediate charge to the tenant’s account. 

After the bill has been approved by 
the supervisor of the building and re- 
turned to the Accounts Payable Divi- 
sion, the copies of the order are prop- 
erly stamped “Passed for Payment” 
with date, and two copies are placed in 
separate files, one in the numerical file 
and one in the property file. The bill 
has in the meantime been marked as 
to distribution by an account number, 
and then passed to the bookkeeper for 
payment. 

Checks in payment of bills are re- 
corded by the bookkeeper in the cash 
disbursements book, showing the ac- 
count to which it is to be charged. It 
is important that all the bills received 
during the month be paid in the current 
month, thereby eliminating the need 
for keeping the voucher register. There 
is no need for requesting a receipted 
bill from the vendor unless it is required 
by the tenant-owners. 


Owner’s Ledger 

The accounts generally maintained in 
the owning corporation’s ledger include 
the following: 

Assets: Cash in Banks, Accounts 
Receivable, Other Receivables, Land, 
Building (contra : accumulated de- 
preciation), Building Improvements 
(contra: accumulated depreciation 
and/or amortization), Furniture and 
Fixtures (contra: accumulated de- 


preciation), Prepaid Items. 
(Concluded on page 514) 
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Net Saving in Estate Taxes for New York 
Residents Through Use of the 
Marital Deduction’ 


By HERMAN BursTEIN 


T is possible to lose rather than save 

money on estate taxes by using the 
marital deduction feature of the fed- 
eral Revenue Act of 1948. On the 
other hand, in different circumstances, 
the marital deduction can effect very 
large savings. These statements are 
based upon the concept of net saving, 
which takes into account the federal 
and New York taxes payable on 
amounts transferred to the surviving 
spouse when that spouse dies. 


later taxes upon amounts transferred 
to the surviving spouse wou'd to some 
degree offset or even exceed the orig- 
inal saving in taxes on the decedent’s 
estate. In other words, many estates 
that were subject to only one set of 
taxes under procedures employed in 
light of the old law have become sub- 
ject to two seis of taxes under pro- 
cedures followed in light of the present 
law. 

The following discussion deals first 


When the 1948 Revenue Act was 
passed, it seemed at first that the mari- 
tal deduction feature would necessarily 
produce substantial tax savings on siza- 
ble estates. But this hasty impression 
quickly gave way to the realization that 


with the marital deduction’s saving 
in taxes on the decedent’s estate. Then 
it inquires into the net savings conse- 
quent upon additional taxes payable on 
the estate transferred to the surviving 
spouse. 

The 1948 Act permits one to deduct 
from gross estate the value of transfers 
to the surviving spouse up to one-half 
the adjusted gross estate? Table 1 
shows for various selected levels of ad- 
justed gross estate the saving in fed- 
eral tax on the decedent’s estate 
through maximum use of the marital 
deduction. It is assumed in the table 
that there are no deductions for char- 
itable bequests or property previously 
taxed. Otherwise the savings would be 
less than shown, depending upon the 
amount of such deductions.% 


HERMAN BURSTEIN is an econ- 
omist and statistician, attached to 
the tax and management engincer- 
ing departments of a prominent New 
York accounting firm. Previously, 
from 1943 to 1945, he was a research 
associate with the National Bureau 
of Economic Research. 

Dr. Burstein received an M. A. in 
Economics from Oerlin College in 
1941, and his Ph.D. in Economics 
from New York University in 1945. 


1 This note is intended to apply only to residents of New York State or of states with 
the same schedule of estate tax rates, because the discussion deals with the New York 
estate tax payable on amounts transferred to the surviving spouse when that spouse dies. 

2 Adjusted gross estate may be defined as gross estate less Section 812(b) deductions 
for expenses, losses, indebtedness, and taxes. 

3 The saving depends upon: (1) the difference in size of taxable estate with and without 
the marital deduction; (2) the rate of tax upon this difference. Regardless whether there 
are deductions for bequests and property previously taxed, the difference in size of taxable 
estate will be constant. However, the rate of tax upon the difference will be lower when 
deductions are taken for bequests and property previously taxed. For example, assume an 
adjusted gross estate of $1,000,000 and no deductions other than the maximum marital one. 
Therefore, the taxable estate is $500,000 and the saving is dependent upon the tax rates on 
the portion of estate between $500,000 and $1,000,000. Now assume a deduction of $100,000 
for bequests. In this case the saving depends upon the difference between a taxable estate 
of $400,000 and one of $900,000. The rates are lower upon estates in this range, and therefore 
the amount saved is less. 
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The folowing observations hold 
with respect to Table 1: 
1. For values of adjusted gross es- 


tate through $120,000 there is no 
federal tax where full use is made 
of the marital deduction. In the 
absence of the marital deduction, 
adjusted gross estates down to 
$60,000 are subject to federal es- 
tate tax. 


~ 


2. Persons in the lower estate 
brackets save the greatest per- 
centage of tax. Sav.ng as a per- 
centage of the tax that would be 
paid in the absence of the marital 
deduction ranges from 100 per- 
cent to 50 percent. 


w 


Persons in the upper estate 
brackets save the greatest per- 
centage of their adjusted gross 
estate. Saving as a percentage of 
adjusted gross estate reaches a 
maximum of 30.5 percent, begin- 
ning with adjusted gross estates 
having a value of $15,000,000. 
+. Points 2 and 3 are not contradic- 
tory. Inasmuch as the highest 
estate brackets are subject to the 
highest tax rates, any saving 
must restore to a high estate 
bracket a larger of 
the value of the estate than in the 
case of a low mae rine 
To determine the federal estate tax 
saving where deductions for charitable 
bequests and property previously taxed 
are taken and/or where the exact value 
of gross adjusted estate is not given in 
Table 1, reference should be had to 
Table 2, which permits rapid computa- 
tion of federal estate tax.4 By comput- 
ing federal estate tax for taxable estate 
inclusive and exclusive of marital de- 
duction, and taking the difference be- 
tween the two taxes, the actual saving 
is obtained. 


+ Table 2 
charitable bequests. The percentage 
estate. These rates are equivalent to the 
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ted- 
eral estate tax saving through u-e of 


Table 1 or 2 indicates the true 
the marital deduction only if the surviv- 
ing spouse, henceforth called S, com- 
pletely consumes the principal of the 
estate transferred by the deceased 
spouse, henceforth called D. However, 
if the former does not consume the full 
amount of transferred estate, then the 
original saving which takes place upon 
D’s death is reduced upon S’s death by 
the increase in federal and New York 
estate taxes attributable to the property 
received from D. This increase in taxes 
is based upon the premise that under 
the old law the property representing 
D’s marital deduction would have gone 
to Sin the form of a life estate, whereas 
under the 1948 Act, in order for D to 
obtain the privilege of the marital de- 
duction, it is generally necessary that 
the transferred property be left to S in 
such form that it is included in S’s es- 
tate for estate tax purposes. Upon S’s 
death federal and New York estate 
taxes are payable upon the amount 
transferred by D to S, whereas no 
taxes are due if S merely owns a life 
estate. 

The “net” saving through use of the 
marital deduction may be defined as 
the saving in federal tax upon D's 
death less the increase in federal plus 
New York taxes upon S’s death. Table 
3 enables one to determine the increase 
in federal plus New York estate taxes 
resulting from the transfer to S_ of 
property which in the absence of the 
federal marital deduction would be left 
as a life estate and therefore would not 
be taxable upon S's death. This table 
permits rapid calculation of federal plus 
New York estate taxes upon any 
amount of taxable estate con taining no 
marital deduction—in the present in- 
stance, upon the surviving spouse's es- 
tate. Using Table 3, one may obtain 


can be employed to’ indicate the saving in federal estate tax which results from 
column shows tax rates on the 
saving on any bequest taken as a deduction. 


various portions ot an 


For 


example, on an adjusted gross estate of $1,000,000 a bequest of $100,000 would yield a tax 


saving equal to 31.4 percent of the value of the bequest. 
gift. For estates in the upper brackets, 
tax savings as high as 62.4 percent of the value of the bequest. 


would save 32.2 pe: 


1x sible to achie ve 


recent of the value of the 


ot $90,000 


it 1S 


An additional bequest 
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Net Saving in Estate Taxes for N. Y. Residents Thru Use of Marital Deduction 


the combined tax upon “total estate’’— 
defined as S’s original estate plus estate 
received from D—and then obtain the 
combined tax upon S’s original estate. 
The difference in taxes is a‘tributable 
to the transfer of property to S. 

To illustrate use of Tables 2 and 3 
in arriving at the net estate tax siving 
through use of the marital deduction. 


assume that D has an adjusted gross 
estate of $1,000,000, has no deductions 
for charitable bequests or property pre- 
viously taxed, and takes the maximum 
marital deduction, leaving a taxable es- 
tate of $500,000. Assume that S has 
an original taxable estate of $100,000. 
Net saving or loss based on these as- 
sumptions is calculated in Example 1. 


‘EXAMPLE 1 


1) D's federal tax on $1,000,000 under old law 
2) D’s federal tax on $500,000 under 1°48 Act 


D's saving on federal estate tax (1-2) 


) S's federal plus N. Y. taxes on total estate of 
5) S’s federal plus N. Y. taxes on original estate 


S's increase in estate taxes (4-5) 


Net saving or (loss) in estate taxes (3-6) 


It is to be seen in Example 1 that 
full use of the marital deduction may 
result in a net estate tax increase rather 
than decrease if the surviving spouse 
has an original estate and if no amount 


$270,300 


116,500 
$153,800 
$600,000. $164,200 

of $100,000................. 5.800 


$158,400 


$ (4,600) 


of the estate received from the decedent 
spouse is consumed. 

Let us consider the net saving that 
wou'd result if D used a marital de- 
duction of only $300,000, leaving a 
taxable estate of $700,000. 


EXAMPLE 2 


1): D's federal tax on $1,000,000 under old laws. $270,300 
2) D's federal tax on $/00000 under 1948 Act... 176,700 
3) Dis saving: oni Federal: estate: tax 01-2), $ 93,600 
4) S’s federal plus N. Y. taxes on total estate of $400,000................220- $ 97,200 
5) S’s federal plus N. Y. taxes on original estate of $100,000.................. 5.800 


It may be surmised from Example 2 
that the greatest net saving can be ob- 
tained only by less than maximum use 
of the marital deduction where it is the 
intent of the surviving spouse to keep 
intact the estate received from the de- 
ceased spouse. 

The optimum marital deduction 
which yields the maximum net saving 
in estate taxes may be found by use 0 
Tables 2 and 3. The principle em- 
ploved is to subtract from D’s estate 
(within lim'ts of the marital deduction 
provision) amounts which will be taxed 
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at lower combined federal plus New 
York rates when included in S's es- 
tate. The percentage columns in Tables 
2 and 3 indicate the “marginal” rate of 
tax, that is, the rate of tax on the last 
dollar of the taxable estate. It is neces- 
sary by trial and error to subtract 
given amounts from D's estate and add 
equal amounts to S’s estate until the 
marginal rate per Table 2 (federal es- 
tate tax) no longer exceeds the mar- 
ginal rate per Table 3 (combined fed- 
eral plus New York estate taxes). 
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Assuming as before that D has an 
adjusted gross estate of $1,000,000 and 
that S has an original taxable estate of 


$100,000, Example 3 illustrates the 
method of finding the optimum mari- 
tal deduction. 


EXAMPLE 3 


DECEASED SPOUSE 
Taxable Marginal 
Estate Ratea 


$1,000,000 ....... 31.4% 
30.2 


a Source: | able 2. 
b Source: Table 3. 


The optimum marital deduction in 
Example 3 is $190,000 (which added 
to S’s original estate of $100,000 gives 
a total taxable estate of $290,000). The 
next dollar added to S’s estate would 
he taxed at 30.6 percent, whereas it 
would be taxed at only 30.2 percent if 
leit in D’s estate. If a marital deduc- 
tion under $190,000 is taken, the last 


SURVIVING SPOUSE 


Taxable Marginal 
Estate Rate> 

30.6 


dollar of D’s estate would be taxed at 
32.2 percent, whereas it would be 
taxed at only 30.6 percent if included 
in S’s estate. 

Example 4 shows a net saving of 
$4,640 based on the optimum marital 
deduction of $190,009, employing the 
same assumptions that underly the 
previous examples, 


EXAMPLE 4 


L) D's federal taxon 000 under old law's. $270,300 
2) federal tax $810:000 under 1948) Acts _ 209,920 
4) S’s federal plus N. Y. taxes on total estate of $290,000..................... $ 61,540 
5) S’s federal plus N. Y. taxes on original estate of $100,000.................. __ 5,800 

If it is the intent of the surviving the ultimate taxable estate. Assume 


spouse to consume part of the estate, 
the same type of calculation as in Ex- 
ample 3 may be carried out in order to 
find the optimum marital deduction, 
except that the marginal rate on S‘s 
estate is based upon total estate less 
the amount consumed—that is, upon 


that D has an adjusted gross estate of 
$1,000,000 and contemplates no de- 
ductions for charitable bequests or 
property previously taxed, that S has 
an adjusted gross estate of $100,000, 
and that it is S’s intent to consume 
$209,000 of estate. 


EXAMPLE 5 


DECEASED SPOUSE 


able Mar al 

Estate Ratea 
$1,000,000 ...... 31.4% 

| 32.2 
800,000 30.2 

a Source: Table 


b uurce: Table 


SURVIVING SPOUSE 


Taxable Marginal 
Estate Rated 
30.4 
20.8 
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Net Saving in Estate Taxes for N. Y. Residents Thru Use of Marital Deduction 


In Example 5 the optimum marital 
deduction is $410,000. An additional 
dollar of deduction would be taxed at 
32.8 percent in S's estate and at only 
31.0 percent in D's estate. A dollar 
less of deduction would be taxed at 


31.0 percent in D’s estate and at only 
30.8 percent in S’s estate. Example 6 
shows a net saving of $60,020 on the 
basis of the assumptions underlying 
Example 5 and using the marital deduc- 


tion of $410,000. 


EXAMPLE 6 


1) D's federal tax $1,000:000 under ‘old law. $270,300 
2) Dis fedéral tax: on $590, 000 under Ach. _ 142,600 
3) Dis: saving on: federal :estate tas: $127,700 
4) S's federal plus: ¥.: tax om total estate Of $ 


5) S’s federal plus N. Y. tax on original estate of 


6) S’s increase in estate taxes (4-5)........ 
7) Net saving in estate taxes (3-6)......... 


$ 67,680 
$ 60,020 


Table 1 
FEDERAL ESTATE TAX SAVING ON DECEDENT’S ESTATE THROUGH 
MAXIMUM USE OF MARITAL DEDUCTION 


Adjusted Gross Tax 

Estate Savinga 
$ 60,000 $ 0 
65,000 150 
70,000 500 
75,000 1,050 
80,000 1,600 
85,000 2,300 
90,000 3,000 
95,000 3,900 
100,000 4,800 
105,000 5,860 
110,000 6,920 
115,000 8,130 
120,000 9,340 
125,000 10,625 
130,000 11,910 
140,000 14,280 
150,000 16,450 
175,000 21,750 
200,000 26,700 
225,000 30,875 
250,000 34,600 
275,000 38,100 
300,000 41,600 
350,000 48,900 
400,000 56,200 
450,000 63,700 
500.000 71,200 
600,000 86,600 
700,000 103,400 
800,000 119,200 
900,000 136,800 
1,000,000 153,800 
1,250,000 197,950 
1,500,000 246,800 
1,750,000 301,250 


356,300 
478,600 


2,000,000 
2,500,000 


3,000,000 610,890 
3,500,000 748,300 
4,000,000 895,800 
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Percent of Saving to 


Adjusted Gross Former 
Estate Tax 
0.0% — 

0.2 100.0% 
0.7 100.0 
1.4 100.0 
2.0 100.0 
2.7 100.0 
100.0 
4.1 100.0 
4.8 100.0 
5.6 100.0 
6.3 100.0 
7.1 100.0 
7.8 100.0 
8.5 99.3 
9.2 98.8 
10.2 96.6 
11.0 94.0 
12.4 89.1 
13.4 84.8 
13.7 80.4 
13.8 76.4 
13.9 73.0 
13.9 70.4 
14.0 66.7 
14.1 64.1 
14.2 62.4 
14.2 61.1 
14.4 59.4 
14.8 58.5 
14.9 57.6 
15.2 
15.4 56.9 
15.8 56.3 
16.5 56.3 
17.2 56.6 
17.8 56.9 
19.1 57.7 
20.4 58.2 
21.4 58.4 
22.4 58.8 
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Table 1—( Continued) 
FEDERAL ESTATE TAX SAVING ON DECEDENT’S ESTATE THROUGH 
MAXIMUM USE OF MARITAL DEDUCTION 


Percent of Saving to 


ldjusted Gross Tax ldjusted Gross Former 
Estate Saving Estate Tax 
$ 4,500,000 $ 1,052,300 23.4% 59.1% 
5,000,000 1,208,800 24.2 59.3 
5,500,000 1,373,300 25.0 59.4 
6,000,000 1,537,800 25.6 59.4 
6,500,000 1,707,800 26.3 59.5 
7,000,000 1,877,800 26.8 59.5 
7,500,000 2,053,300 27.4 59.4 
8,000,000 2,228,800 27.9 59.4 
8,500,000 2,407,900 28.3 29.3 
9 000,000 2,586,400 28.7 59.2 
9,500,000 2,761,700 29.1 59.1 
10,000,000 2,936,200 29.4 59.0 
11,000,000 3,273,000 29.8 58.6 
12,000,000 3,608,000 30.1 58.2 ; 
13,000,000 3,933,000 30.3 37.8 
14,000,000 4,257,000 30.4 57.4 
15,000,000 4,571,000 30.5 57.0 
16,000,000 4,884,000 30.5 56.6 
17,000,000 5,187,000 30.5 56.1 
18.000,000 5,489,000 30.5 55.7 
19,000,000 5,794,200 30.5 55.4 
20,000,000 6.100.200 30.5 
25,000,000 7,625,000 30.5 54.0 
50,000,000 15,250,000 30.5 51.9 
75,000,000 22,875,000 30.5 S10 
100,000,000 30,500,000 30.5 50.9 
200,000,000 61,000,000 30.5 50.5 
300,000,000 91,500,000 30.5 50.3 
400,000,000 122,000,000 30.5 50.2 ' 
500,000,000 152,500,000 30.5 50.2 
saving shown assumes no deductions for charitable bequests or property previously 
taxed. In the event that such deductions are applicable, the saving would be less than shown. 
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COMPUTATION OF FEDERAL ESTATE TAX 
Federal Estate Tax> 


Table 2 


Taxable Estate 


$ 


From 
0 
60,000 
65,000 
70,000 
80,000 
60,000 
100,000 
110,000 
120,000 
150,000 
160,000 
200,000 
300,000 
310,000 
500,000 
560,000 
700,000 
810,000 
900,000 
1,060,000 
1,100,000 
1.310.000 
1,560,000 
1,600,000 
2,060,000 
2,100,000 
2,560,000 
2,600,000 
3,060,000 
3,100,000 
3,560,000 
3,600,000 
4,060,000 
4,100,000 
5,060,000 
5,100,000 
6,060,000 
6,100,000 
7,060,000 
7,100,000 
8,060,000 
8,100,000 
9,100,000 
10,060,000 
10,100,000 


th 


To 
60,000 
65,000 
70,000 
80,000 
90,000 
100,000 
110,000 
120,000 
150,000 
160,000 
200,000 
300,000 
310,000 
500,000 
560,000 
700,000 
810,000 
900,000 
1,060,000 
1,100,000 
1,310,000 
1,560,000 
1,600,000 
2,060,000 
2,100,000 
2,560,000 
2,600,000 
3,060,000 
3,100,000 
3,560,000 
3,600,000 
4,060,000 
4,100,000 
5,060,000 
5.100.000 
6,060,000 
6,100,000 
7.060.000 
7,100,000 
8,060,000 
8,100,000 
9,100,000 
10,060,000 
10,100,000 


Amount in 
this column 


ar = 


17,500 
20,140 
31.500 
59,100 
61,780 
116,500 
133,300 
176,700 
209,920 
238,900 
289,140 
302,500 
370,960 
459,960 
475,400 
649,280 
666,000 
854,600 
872,600 
1,075,920 
094,800 
308,240 
328,000 
551,560 
572,600 
069,880 
092,200 
620,200 


of excess 
over amount 
in first column 


55.8 


PAR 


NN 
on 


a Taxable estate consists of gross estate less allowable deductions for administration 
expenses, charitable bequests, transfers to surviving spouse, and property previously 


taxed. 


b Tax shown is based on full credit of 80 percent of “basic tax” for state tax purposes. 
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n 


$ 0 0 
0 
150 7 
500 
1,600 14 
3,000 18 
4,800 21.2 
6,920 24.2 
9,340 222 
26.4 
28.4 
27.6 
26.8 
28.8 
28.0 
31.0 
30.2 
31.4 
33.4 
32.6 
35.6 
38.6 
37.8 
41.8 
41.0 
45.0 
44.2 
47.2 
46.4 
49.4 
48.6 
52.6 
51.8 
643,400 
192,520 
216,600 
786.840 
811,800 
480 
5,011, \ 
5,036,200 
SOE 


COMBINED FEDERAL 
ASSUMING N 


0 
60,000 
65,000 
70,000 
80,000 
90,000 

100,000 
110,000 
120,000 
150,000 
160,000 
200,000 
300,000 
310,000 
500,000 
540,000 
700,000 
810,000 
900,000 

1,060,000 

1,100,000 

1,310,000 

1,560,000 

1,600,000 

2,060,000 

2,100,000 

2,560,000 

2,600,000 

3,060,000 

3,100,000 

3,560,000 

3,600,000 

4,060,000 

4,100,000 

5,060,000 

5.100.000 

6,060,000 

6,100,000 

7,060,000 

7.100,000 

8,060,000 
9,100,000 
10,060,000 
10,100,000 
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Table 3 


To 
60,000 
65,000 
70,000 
80,000 
90,000 
100,000 
110,000 
120,000 
150,000 
160,000 
200,000 
300,000 
310,000 
500,000 
560,000 
700,000 
810,000 
900,000 
1,060,000 
1,100,000 
1,310,000 
1,560,000 
1,600,000 
2,060,000 
2,100,000 
2,560,000 
2,600,000 
3,060,000 
3,100,000 
3,560,000 
3,600,000 
4,060,000 
4,100,000 
5,060,000 
5,100,000 
6.060.000 
6,100,000 
7,100,000 
8.060.000 
8,100,000 
9,100,000 
10,060,000 
10,100,000 


a Taxable estate consists of gross estate less 


expenses, charitable bequests, and property previ 
b The amount of federal tax 1s based on full crec 


tax purposes. 
pere 


ent. 


The amount of New 
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York State tax is before 
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Combined Estate 


Amount in 
this column 
Tat 
0 
600 
800 
1,200 
2,400 
3,900 
5,800 
8.020 
10,540 
19,000 
21,840 
34,000 
64,600 
67.680 
130,000 
149,800 
200,200 
240,020 
274,400 
335,840 
352,000 
437,260 
546,260 
564,900 
780,180 
800,500 
1,035,100 
1,057,100 
1,311,020 
1,334,300 
1,602,940 
1,627,500 
1,910,860 
1,937,100 
2,568,780 
2,596,700 
3 


tf? 


3,268,700 
3,297,900 
4,000,620 
4,031,100 
4,764,540 
4,796,300 
5,592,300 
6,358,380 
6,390,700 


Jo 


of excess 
over amount 


in first co 
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allowable deductions for administration 


ously taxed. 
lit of 80 percent of 


“basic tax” for state 


exemptions tax 


ed at one 
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Taxable Estate 
From 
| 
30.6 
30.8 
| 32.8 
33.0 
36.0 
36.2 
38.2 
38.4 
40.4 
| 40.6 
43.6 
| 46.6 
46.8 
65.6 
65.8 
69.8 
70.0 
73.0 
Tae 
76.2 
76.4 
| 79.4 
79.6 
79.8 
| 80.8 
81.0 
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Conducted by BENJAMIN Harrow, C.P.A. 


Consulting Economist—Is this a 
Profession Exempt from the Unin- 
corporated Business Tax—A_ tax- 
payer derives his income from his ac- 
tivities as a consulting economist. Is 
he engaged in an unincorporated busi- 
ness subject to the unincorporated busi- 
ness tax or does he render services in 
the practice of a profession exempt 
from this tax? 

The statute (Sec. 386) exempts four 
enumerated professions (law, medi- 
cine, dentistry and architecture) prin- 
cipally for the reason that these pro- 
fessions may not be conducted under 
corporate structure. The statute also 
exempts ‘any other case’ (profession?) 
if more than eighty per cent of gross 
income is derived from the personal 
services actually rendered by the indi- 
vidual and capital is not a material in- 
come producing factor. 

The official questions (#6) say that a 
profession “includes any occupation or 
vocation in which a professed knowl- 


BENJAMIN Harrow, C.P.A., has 
been a member of our Society since 
1928. He is a Professor of Law at 
St. John’s University. 

Mr. Harrow has been a member 
of the American Institute of Ac- 
countants since 1922 and is a mem- 
ber of the New York Bar. He is 
presently serving on the Society’s 
Committees on Federal Taxation, 
State Taxation, Cooperation with 
the State Education Department and 
Its Agencies, and Cooperation with 
the Bar. 

Mr. Harrow is engaged in prac- 
tice as a certified public accountant 
and attorney in his own office in 
New York City. 
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edge of some department of scicnce or 
learning is used by its practical appli- 
cation to the affairs of others.” 

The consuliing economist has ac- 
quired increased importance in recent 
years. In the field of taxation he is 
called on to establish the economic 
background essential to determine the 
proper application of many sections of 
the law, for example excess profits tax 
relief under Section 722, unreasona- 
ble accumulation of a surplus under 
Sec. 102, reasonable salaries under Sec. 
23, etc. The determination of income 
is an economic concept as well as an 
accounting concept or legal concept. 

In other fields of our economy, also, 
the consulting economist has been 
called upon to render services quite 
analogous to those of the accountant or 
the attorney. 

It is not farfetched to say that a new 
profession is in the making, if it has 
not already been established. In our 
opinion, the consulting economist 
should be recognized by the Tax Com- 
mission as a profession exempt from 
the Unincorporated Business Tax. A 
literal interpretation of the statute and 
the official questions should exempt 
any occupation or vocation from the 
unincorporated business tax if more 
than 80% of the gross income is de- 
rived from personal services and capi- 
tal is not a material income producing 
factor. The official questions state 
that the occupation must be one in 
which a knowledge of some department 
of learning is applied practically, The 
consulting economist is literally within 
the terms of the statute and _ official 
questions. His professed knowledge 
is principally in the field of political 
economy. It usually encompasses also 
other fields such as accounting, law and 
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taxation, and this knowledge is applied 
to the specific problems of the client 
engaging the services of the economist. 


Vocation of Investment Counsel 
In 1936, the Tax Commission issued 
t ruling that the vocation of Investment 
while it requ:res training. 
and experience is not 
owledge in a learned field and, there- 
investment counsel is subject 


1 
Khowledage, 


tore 
4) cali 


» the unincorporated business tax. 
Phis question came before the court in 
People ex rel Dewey v. Browne! 


the Court held that the service ren- 
investment consultant 1s 
rot the practice of a profession within 
the meaning of the exemption in Sec. 
386 of the Tax Law. 


fered bY an 


th 
It is probably on the basis of this 
the Commission seeks to 
consulting economist. to 
the Unincorporated Business Tax. 


lectsion that 


subject the 


Gross Receipts Tax — Duplicate 
Taxation—In 1947, the State Legis- 
lature passed an enabling act author- 


izing counties and cities to impose 
taxes for the privilege of carrying on 


in those counties and cities 
(gross receipts tax). The law also pro- 
vided that if a method of allocation of 
receipts adopted by any county or city 
results in the taxation of such receipts 


by more than one city or county, the 
State Tax Commission may direct a 
revision such method of a'location 


irder to eliminate double taxation 
1 ‘celpts. 

The City of New York has adopted 
a gross receipts tax, and so has the 
County of Monroe. The methods of 
location of receipts bv New York 
Citv and the County of Monroe result 
in double taxation, since rece'pts from 
sales shipped from the County of Mon- 

e to New York City or from New 
York City to the County of Monroe 
are taxable in both places. The State 
Tax Commission in a special ruling 
has directed New York City and the 
Monroe to revise their 


sucn 


County of 
1 269 App 


Div. 887 (1945). 


methods of allocation so that sales oi 
goods shipped to either place from a 
point within the State of New York 
shall be non-allocable and non-taxable 
if the seller is subject to a general 
business tax on such receipts at the 
point from which the shipment. is 
made. The revision is applicable to any 
return previously filed if a tumely ap- 
plication for refund is filed. 


The Property Factor in the Allio- 
cation Formula—Rentec Property— 
ILast month we commented on the 1949 
amendment to Sec. 210 of Article 9-A, 
which made property rented by a tax- 
payer a part of the property factor in 
allocating business income. On May 
26, the Federal Tax Forum devoted an 
evening to a discussion of the many 
problems that will confront the Tax 
Commission in formulating regulations 
to make the new provision effective. 

The allocation formula consists of 
three fractions separately computed, 
the average of the thres fractions con- 
stituting the percentage to be used in 
determining income attributable to 
New York. One of these fractions is 
the average value of real and tangible 
personal property within the state to 
the average value of real and tangible 
personal property evervwhere. It is 
this fraction that is affected by the 
amendment to the law requiring a tax- 
payer to include in it the value of real 
property rented by him. Prior to the 
amendment if a corporation, for exam- 
ple, rented a factory in New Jersey the 
value of that property was excluded 
from the denominator of the property 
fraction and the rental of the factory 
therefore was given no consideration 
in allocating some of the business in- 
come outside the state. The effect of 
the amendment in the example cited 
is to increase the denominator of the 
property fraction and thus reduce the 
final allocation percentage to determine 
income subject to tax in New York. If 
the corporation rented a factory in New 
York the numerator of the property 
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fracti.n is increased also and hence 
more :ncome will be subject to tax in 
New York. But the basic probiem re- 
mains. How should rented property 
be valued and should all rented prop- 
erty be included? 

The law itself would seem to in- 
clude all rented property. It has been 
suggested that executive and adminis- 
trative offices should be excluded from 
this factor. But the executive a:d ad- 
nvnistrative aspects of a bus'ness are 
an important part of the activities of 
the business and if a corporation is en- 
gazed in business w:thin and without 
the state, the location of executive and 
administrative activities should be 
given some weight in alloca‘ing the 
income of the business. Where New 
York is the major center of the execu- 
tive and administrative activities, the 
effect of the amendment will be to in- 
crease the income subject to tax in 
New York. Under the salary factor, 
executives’ salaries are excluded both 
from the numerator and denominator 
of the fraction. This may be some 
precedent for a similar exclusion of 
property rented for executive and ad- 
ministrative offices. 

It has also been suggested that rent- 
als paid for space in public or private 
warehouses should be excluded from 
this factor. If the public warehouse is 
used regularly by the corporation in 
carrying on its business, the warehouse 
becomes a regular place of business 
and the corporation acquires a right to 
an a'location, at least und r the prop- 
erty factor. Logically, since the rental 
of warehouse space establishes a right 
to allocate, that fact should enter into 
the determination of how much of the 
income is to be allocated within and 
without the state. We should favor the 
capitalization of warehouse rent by a 
factor of 3 or 4 to determine the aver- 
age value of the warehouse property 
used within or without the state. 

Perhaps. from the administrative 
standpoint, the simplest method to give 
effect to the inclusion of rented prop- 
erty in the property fraction is to in- 
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clude in the numerator or denomina- 
tor of the fraction the actual annual 
rent paid for the use of the property. 
Where property is rented both within 
and without the state such methed will 
give a fair result. If, however, the cor- 
poration owns property within the 
state and rents property without the 
state, or vice versa, this method would 
distort the allocation fraction. In such 
cases the annual rent should be capi- 
talized by a factor between 4 and 10 
depending upon the location of the 
property. This factor need not be fixed. 
It could vary from year to year and 
from place to place and would give 
effect to equalization of rental values 
between a location like New York 
where rentals are usually high and 
other areas where rentals are lower. 

Since the property factor is one of 
three fractions to be averaged and 
since the question of valuation of 
rented property is one conce:nirg 
which there can be valid dvergent 
opinions, the taxpayer should be given 
wide latitude in determining the aver- 
age value of rented real property. It 
has been suggested that the assessed 
value of property be used. Under Sec. 
182 of article 9-A, the tax of 4% of a 
mill on gross assets is based upon as- 
sessed values if those are greater than 
book values. The corporation should 
be given the option of us’ng assessed 
values. Where there is some distortion 
in assessed values within and without 
the state some equalization fact r may 
be used by the taxpayer. The taxpayer 
should have the option of using ap- 
praised values, or book values. 

The capitalization by a factor of X 
times the annual rent raises some ad- 
ditional questions. Should gross rents 
or net rents be used? The primary con- 
cern is simplicity of administration. 
Therefore gross rents should be used 
as the basis for capitalization. The use 
of net rents would raise questions of 
what items should be taken into account 
as deductions from gross rents to de- 
termine net rents. No serious distor- 
tion can result since the capitalization 
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factor based upon gross rents would 
normally be less than the factor based 
upon net rents. Perhaps this question, 
too, could be left to the opti mn of the 
taxpayer corporation, 

It has been suggested that since ren- 
tals under old leases are lower than 
those under new leases some equaliza- 
tion factor should be provided in deter- 
mining valuation based upon capitaliza- 
ion by the use of gross or net rents. If 
there is any distortion because of new 
and old leases the regulations should 


1 


provide for an equalizing factor. This 
too could be optional with the taxpayer. 
The duration of a lease is a factor in 


the determination of value and the tax- 
payer should be permitted to give con- 
sideration to this factor at his option. 
What effect, if any, should be given to 
improvements made to leased prem- 
Perhaps the simplest method of 
treating such improvements is to write 
off the improvements as rent over the 
term of the lease. 
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Further Suggestions for a Pro- 
posed Regulation on Rented Prop- 
erty—The thought has been expressed 
that the amendment to Section 210 on 
the inclusion of rented property in the 
allocation formula was drawn too 
broadly. In the majority of cases the 
property factor in the allocation formu- 
la achieved an approximation that 
worked satisfactorily. The time and 
effort required to apply the new provi- 
sion with respect to rented properties 
will not in a great many instances be 
commensurate with the resulting dif- 
ference in tax. It is therefore suggested 
that consideration be given to further 
amendment of the statute to provide 
for a limited application of the provi- 
For example, rented real prop- 
erty should be included in the prop- 
factor only if the taxpaver occupies 
a substantial part of a build'ng, sav at 


least 


$10n., 


ertv 


Another suggestion is that rented 
real property should be inc'uded in the 
property factor in the discretion of the 


Tax Commission. The Commrssion 


rented 
property if such property was a mater- 
ial factor in the allocation percentage. 
If not material the taxpayer would not 
be concerned with the complexities in- 
volved in the valuation problems. Such 
a provision would eliminate those tax- 


would allow the inclusion of 


payers who maintain administrative 
and executive offices in a relatively 
small part of an office building and, 
also, those who rent inconsequential 
space in a warehouse, 

There have been varied proposals for 
valuing rented property. One sugges- 
tion is that the landlord's valuation be 
used and an allocable portion be deter- 
mined for the taxpayer lessee. This 
method preserves the method used for 
owned property. It may, however, be 
difficult to obtain the valuation used by 
the landlord. The landlord may be re- 
luctant to divulge such information to 
his tenant. 

In addition to the use of assessed 
value of the landlord’s property as a 
basis, book values and appraised values 
have been suggested. Each tenant 
could allocate the value of the rented 
property on the basis of square feet 
used by him or on the basis of the rent 
paid. 

Valuation on the basis of capitaliza- 
tion of rental costs requires no infor- 
mation from a landlord. However it 
may not achieve a real approximation 
of value. In determining rental cost, 
interest, taxes and insurance, should 
be included if the lessee is required to 
pay these under the lease. The capt- 
talization factor to be used vari s with 
each suggestion. If a single factor is to 
be used, the Commission should have 
available a study of the ratio of rent to 
value over a representative period of 
time, one preferab'y that includes both 
a rising and falling real estate market. 
If administrative simplicity is sought. 
then geographic variation might be 
ignored. 

Tt was felt that the case of a lease 
with an option to purchase presented 
some difficulty, as also the case where 


rentals could be applied against the 
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purchase price. This situation may re- 
quire special treatment should 
thercfore not be included in a general 
regulation. 

Should rented property be separately 
considered as a fourth fraction in the 
allocation formula? If so, what weight 
should be given to this factor in relation 
to the other three? If we asume that 
the three factors now used achieve a 
fair allocation, then an add.tional ‘‘oc- 
cupancy cost” factor should be given a 
weight of 1/6 in the property factor 
with “other tangible property” the 
other 1/6. 

If landlord and tenant are included 
in a combined report the rented prop- 
erty should be eliminated. 


Federal Changes in Net Income— 
Whenever the Commissioner of Inter- 
nal Revenue changes the net income of 
a taxpayer for any year, the taxpayer 
must notify the Tax Commission of the 
changes within 90 days after a final 
determination (Art. 571(a)). No spe- 
cial form is prescribed, but the notifi- 
cation must be accompanied by a copy 
of the final federal determination. The 
taxpayer must either concede the 
accuracy of the Commissicner’s deter- 
mination or state wherein it is errone- 
ous. The notification is required re- 
gardless of whether the taxnayer 
believes the change will affect his tax 
liability to the State. 

Under Sec. 367.2 a taxpayer who 
files an amended federal return must, 
within 90 days thereafter, file an 
amended return with the State Tax 
Commission. 

A non-resident is not required to 
notify the Commission of a federal 
change in his net income, or to file an 
amended return unless the changes or 
amendments relate to income taxable 
to a non-resident. 

The Tax Commission is limited to one 
vear after the receipt of a notification 
of a federal change in net income or the 
receipt of an amended return within 
which to recompute the tax and issue 
an assessment or refund. If no notifi- 
cation is sent or amented return filed, 
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the tax may be recomputed at any time 
without any limitation. In the latter 
situation no refund will be made should 
the taxpayer be entitled to one. Nor is 
the Tax Commission required to ac- 
cept as correct the changes made by the 
Commissioner of Internal Revenue. 
It may make its own independent 
determination. 


What is a Final Determination ?— 
The Regulations say that “a final de- 
termination is an irrevocable determin- 
ation or adjustment .. . from which 
there exists no further right of appeal 
either administrative or judicial.” A 
closing agreement under Sec. 3760 of 
the Internal Revenue Code is such a 
final determination. An allowance of a 
refund by the Commissioner or the 
assessment of a deficiency is a final 
determination. The ninety-day defi- 
ciency notice issued under Sec. 272(a) 
of the Internal Revenue Code is a final 
determination, but if a petition is filed 
in the Tax Court there is no final deter- 
mination until there is a judgment of 
the Court of last resort affirming or 
modifying the deficiency. 

The above provisions are effective on 
or after July 1, 1949. No additional 
assessments or refunds my be made if 
the Statute of Limitations otherwise 
applicable will have expired by July 1, 
1949. Nor may the provisions of 
Article 571(a) limit the time within 
which assessments or refunds may 
otherwise be made. 


Use Tax on Cigarettes—Less than 
400 cigarettes may be brought into the 
state personally and for personal use 
tax-free. But a tax is required on every 
single pack if any cigarettes are received 
from another state by mail, express, or 
shipped in any other manner. The tax- 
paver is required to notify the Tax 
Commission of the receipt of the ¢ gar- 
ettes and pay a tax of 3¢ a pack or 304 
a carton. The penalty for non-compli- 
ance is heavy: a $50. fine or 30 days in 
jail. This law was enacted in the last 
legislature and went into effect on 
May 1. 
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Deduction of Franchise Tax—]oe 
Getz calls our attention to the case of 
Hayman Mercantile Co.,° which has a 
New York tax angle. The income for 
the vear 1944 had been increased by 
the Tax Court. Such increase resulted 
in an additional New York franchise 
tax for the year 1944. The taxpaver 
claimed that the additional franchise 
tax should be accrued as a deduction in 
1944. The Tax Court held that the 
additional state franchise tax could not 
be accrued in 1944, because the liability 
for the tax came within the category of 
a contested tax since the income upon 
which the tax was based was the sub- 
ject of the very dispute that the Court 
decided. As the Court put it the State 
franchise tax cannot be regarded as “‘so 
certain in prospect as to have war- 
ranted an accrual at that time.’ Getz 
points out that according to GCM 
25298 a contest of a tax does not neces- 
sari!v mean taking a case to court, but 
that a protest lodged with the tax 
authorities is deemed a contest. 

Getz would like to know if the State 
would follow the Federal view that 
where there is a contest of a tax, the 
tax is deductible in the year when the 
contest is finally resolved and_ that, 
therefore, the deduction for the tax 
wou'd affect the franchise tax liability 
for the vear following the vear of 
deductibility. 

Under a ruling of the State Tax 
Commission dated January 6, 1949, an 
additional franchise tax under new Art. 
9-A is deductible on the report cover- 
ing the period immediately following 
that upon which the additional tax was 
based.’ In the instant case the addi- 
tional tax was based upon the entire 
net income for the vear 1944, and un- 
der the ruling that additional fran- 
chise tax is deductible on the 1945 
franchise tax return. The New York 
law does not in this situation follow 
the federal rule forthe accrual of con- 
tested taxes. 


2 T.C. Memorandum, November 18, 1948. 
3 New York State Tax Clinic, March, 1949, issue, p. 200. 


outlawed 


Suppose the 1945 year is 

because of the Statute of Limitations. 
This situation was the subject of an 
amendment to Sec. 212.5 « Chapter 
848, Laws of 1949) which provides 
that to the extent necessary to reflect 
the adjustment for the deduction of 
the franchise tax, the Tax Commission 
may reaudit the accounts for the year 
the deduction is permitted at any time 
regardless of the Statute of [.‘mita- 
tions. 


Stock Transfer Tax—The trans- 
fer tax law involving the tax on the 
transfers of stock from a broker to a 
customer was amended by 1949 
legislature and became eftective July 
1, 1949. Under a ruling dated June 2, 
1949, the exemption now existing Tf 
a transfer by a purchasing br. ke 
a customer for whom the stock 
purchased will be lim'ted to cases in 
which the transfer to the customer on 
the books of the corporation is made 
from the broker to the customer. If the 
certificate is in the name of any person 
other than the broker, the transfer di- 
rectly to the customer will no longer 
he exempt from the stock transfer tax. 

Sut if the tax has been paid to the 
broker upon the sale of the certificate 
and proper evidence is furnished to the 
transfer agent, it will not be nece<sary 
to make a double transfer on the books 
of the corporation, first to the name of 
the broker and then to the name of his 
customer. In such a case the transfer 
may be made directly to the name of 
the customer for whom the broker 
made the purchase, and no ad‘itional 
tax need be paid. However the broker- 
customer relationship must be shown 
by a proper exemption cer‘ificate. 


the 


Doing Business—A corporation 
may be deemed to be doing business 
within the state so as to be subj-ct to 
the jurisdiction of the courts of the 
state and vet not be doing suffimient 
business so as to be subject to tax in 
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this state. A recent case? involved an 
action against a foreign corporation 
which was not qualitied to do business 
in New York and had no branch cffice 
in this state. The service of the sum- 
mons was made upon an officer of a 
New York corporation which acted as 
an exclusive purchasing agent for the 
foreign corporation. The defendant 
moved to dismiss the complaint on the 
ground that the state had no jurisdic- 
tion ever a foreign corporation not do- 
ing any business in New York. The 
court held that the state had jurisdic- 
tion over the foreign corporation be- 
cause the resident buver was acting 
here as agent of the foreign corpora- 
tion. Its local activities were continu- 
ous and it was immaterial that those 
activities were carried on by a sepa- 
rate corporation and not by a directly 
controlled subsidiary or branch office. 

In this tase it happens that the New 
York corporation was an exclusive pur- 
chasing agent fer the foreign corpora- 
tion and not an independent re-ident 
buyer acting for other purchasers as 
well. It is the tax aspect however that 
is of greater interest. A foreign cor- 
poration may engage in selling activi- 
ties within the state and yet not be sub- 
ject to tax. The question has come up 
as to the effect of purchasing activi- 
ties of a foreign corporation within the 
state. We previously commented on 
this in the New York State Tax 
‘linic.S This case may be a basis for 
holding the foreign corporation taxa- 
ble in New York because of its pur- 
chasing activities. 


Statute of Limitations — Retail 
Sales Tax—An application for re- 
fund of sales taxes alleged to have been 
paid erroneously, il’egally, or uncon- 
stitutionally must be made with the 
comptroller within one vear from the 
payment of the tax (Administrative 


+ Sterling Novelty Corp. v. Frank & Hirsch Distributing Co., 


May 26, 1949, 


5 May, 1949, issue; p. 314. 


Code, sec. N41-8.0, subd. a). But if 
the comptroller asserts a claim for a 
deficiency of city sales taxes covering 
a specific type of transaction for years 
for which the taxpayer has paid sales 
taxes on other types of transactions, the 
taxpayer may set up a claim for refund 
of taxes on the latter type of transac- 
‘ions against the asserted claim of the 
comptroller, This is the fam liar doc- 
trine of equitable set-off or recoup- 
ment. That was the holding of the 
Court of Appeals in a recent case.6 The 
City by its action had reopened the 
matter of sales tax liability for the en- 
tire period in question and that gave 
the taxpayer an equitable right to plead 
i recoupment claim for taxes of the 
same type in the same period. This 
right of equitable set-off permits the 
taxpayer to make a claim against the 
asserted tax. It would not entitle the 
taxpayer to an actual refund of taxes 
paid if the set-off exceeded the amount 
of the claimed deficiency. To that ex- 
tent the limitation of one year would 
apply. Two justices dissented from the 
Opinion. 

The U. S. Supreme Court had occa- 
sion to rule on an analogous situati n 
in a case’? involving income taxes. In 
that case a taxpayer made a claim for 
refund of income taxes paid. The Com- 
missioner pleaded that in fact there 
had been no overpayment of taxes since 
the taxpayer should have paid an addi- 
tional tax based upon the disallowance 
of certain deduct’ons made on the re- 
turn. Such deductions had not previ- 
ously been disallowed, and the Com- 
missioner was barred by the Statute of 
Limitations from asserting the claim 
at the time the taxpayer made his claim 
for a refund. The court held that the 
(ommissioner’s claim could be set up 
as an equitable set-off or recoupment 
to the taxpaver’s claim. 


Lid., Court of Appeals, 


6 Matter of National Cash Register Co. v. Joseph ct al., Court of Appeals, May 19, 1949. 


7 Lewis v. Reynolds, 284 U.S. 281. 
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Stock Transfer Tax-Effect of Fail- 
ure to Pay the Tax in a Legal Pro- 
ceeding—A trustee, acting under a 
deed of trust, received some stock cer- 
tificates properly endorsed from the 
grantor of the trust. The trustee pre- 
sented the stock certificates to the cor- 
poration for transfer on its books to his 
name as trustee. The corporation re- 
fused to transfer the certificates and, 
in an action brought by the trustee, 
argued for a dismissal of the complaint 
on the ground that under Sec. 278 of 
the Transfer Tax law no action can be 
maintained on any transfer of certifi- 
cates if stock transfer tax stamps were 


3 Hoffman v. T. J. Ronan Co., Inc., App 


not affixed to the certificates at the 
time they were transferred. The trial 
court dismissed the complaint. The 
Appellate Division reversed® the trial 
court on the basis of an earlier case,? 
where the Court of Appeals said, 

“The object of all these tax provisions is 
to get money for the state. When the only 
question presented is the right to have stock 
transferred upon the books of a corporation, 
the state is fully protected, if the stamps 
are annexed or the tax paid at or before 
the time the transfer is made.” 


The trial court should have required 
the corporation to produce the certifi- 
cates in court and to afford an oppor- 
tunity to the trustee to affix the stamps. 


offm J Div., Ist Dept., March 29, 1949, 
9 Lintwieler vy. Lintwieler P. E. Co., 231 N.Y. 494. 


Accounting for Cooperative Apartment Buildings 


(Continued from page 498) 


Liabilities: Accounts Payable, 
Withholding Taxes Payable, Other 
Payables, Accrued Expenses, Mort- 
gages Payable. 

Capital: Capital Stock, Surplus 
(Earned, Paid-In, etc.), Surplus Re- 
serves, 

Income: Assessments Against 
Stockholders for Apartments, Rental 
of Storerooms and Servants’ Rooms, 
Interest, Miscellaneous. 


Expenses: Real Estate Taxes, 


Mortgage Interest, Wages (analyzed 
as required by owners), Housekeep- 
ing Supplies, Plumbing and Elec- 
trical Supplies, Heating, Electricity, 
Repairs and Maintenance Expenses 
(analyzed as required by owners), 
Depreciation and Amortization of 
Facilities, Insurance Charges, Water 
Charges, Management Fees, Com-. 
missions, Legal and Auditing Fees, 
Office Expenses, and Income, Fran- 
chise and Other Taxes. 
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May 18, 19 anv 20, 1949 


THEORY OF ACCOUNTS 
Thursday, May 19, 1949—9 a. m. to 12.30 p. m., only 


This paper is intended to test the extent of your knowledge of accounting theory 
and your ability to apply the knowledge you have acquired. Due weight will be given 
to the arguments presented to support your answer to each question, even though the 
examiners may not agree with your conclusions. 


Answer eight of the following ten questions. 
; 1 Present accounting theory is based on the assumption that the “value of money” 
is relatively stable. If there is a significant change in the price level, or in the purchas- 
ing power of the dollar, problems arise in interpreting income data as determined under 
conventional accounting procedures. 
_ State and explain briefly the nature of such problems as related to inventories and 
fixed assets. You need not attempt to offer solutions to these problems. [12%] 


2 [12%] 

a Considering both balance-sheet valuation and income determination, you are 
to state and explain the effect upon the financial statements of the use of 
the last-in-first-out method of determining inventory cost compared with 
the effect of the first-in-first-out method. You are to assume (1) that the 
prices have risen during the year, and (2) that prices have fallen during 
the year. 

b State the amount at which you would value product Z at the two year-end 
dates in the following example and give reasons supporting your answer. 
The company uses cost or market, whichever is lower. There were no sales 
or purchases during the period but the item is considered salable and has 
not deteriorated. 


Original Replacement 

Date Invoice Price Market Price 


3 Should special assessments on land, (a) used in business, (b) held for future 
business use, and (c) held for speculation or (d) development and resale, be capitalized 
or charged to expense? State reasons for your reply. [12%] 

4 Charges may be made to a fixed asset account for the cost of machinery that 
is purchased new, for certain replacements, and for certain improvements, betterments 
and additions to machinery and equipment. However, not all such expenditures are 
ordinarily capitalized, for example, if they are not material in amount. You are to state 
and explain three other considerations in determining in any given instance whether an 
expenditure in connection with machinery and equipment should be charged to a fixed 
asset account or to an expense account. Do not include any income-tax considera- 
tions. [12%] 

5 [12%] Under some conditions, Federal income-tax regulations require that 
dividends paid in a company’s own stock shall be reported as income to the recipient, 
whereas under other conditions it need not be so reported. 

a Briefly explain this tax regulation. 
b State the accounting theory applicable to such dividends and give the reason 
supporting this theory. 
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6 A manufacturing concern, which uses an historical cost system and applies 
manutacturing expense on the basis of “predetermined” or “fixed” rates, has the follow- 
ing accounts on its books at the end of its fiscal year: 


Manufacturing Expense $217,384 
Manufacturing Expense Applied (credit).......... 182,952 


You are to give two acceptable methods of disposing of the $217,384 Manufacturing 
Expense and the $182,952 Manufacturing Expense Applied balances, and give the argu- 
ments for and against euch method, setting forth any necessary assumptions you make. 
You need not work out any computations. [!2)2] 

7 Explain a satisfactory method of accounting for containers and container 
deposits under the following conditions: 

\ manufacturing company packs and ships its product in containers which cost 
the company $10.50 each. It bills its customers $12.50 for each container, which amount 
is refundable upon its return in good condition. It is the experience of the company 
that 15% of the containers are never returned for refund and that they are useful for 
an average of 10 shipments, after which they are scrapped with no significant recovery 
Che company normally owns about 2,000 containers, most of which are in the hands 
4 customers or in transit. Shipments are about 8,000 per year. Containers are to be 
considered as fixed assets and depreciated. [12%] 


( 


8 Give at least fo reasons which justify the omission of depreciation in preparing 
financial statements for governmental units such as cities, counties, etc. |!2 
9 The Hilltop Farm Equipment Company sells its products to customers, payable 
25% at date of purchase and 25% each year thereafter until paid in full. No interest 
charged on the installments if paid when due. State three-methods that might rea- 
nably be used by the company in reporting income from its sales and state the argu- 
ments for and against each method. Your answer is not to be determined by income- 
tax law or regulations. [12%] 


1 State the formula for computing each of the following: 
(1) Current ratio 
(2) Raw material turnover 
(3) Finished goods turnover 
(4) Average collection time for accounts receivable 
(5) Book value per share of common stock 
» State the significance of cach of the above computations as applied to a com- 
pany engaged in manufacturing. 


COMMERCIAL LAW 
Friday, May 20, 1949—9 a. m. to 12.30 p. m., only 


Except for questions No. 9 through No. 12 in Group II, which are “objective” type 
questions, reasons must be stated for each answer; no credit will be given for an answer 
unsupported by a statement of reasons. Whenever practicable, give the answer first 
and then state reasons. Answers will be graded according to the candidate’s evident 
knowledge of the legal principles involved in the question rather than on his conclu- 
sions. Answers to questions involving negotiable instruments, partnerships and sales 
should be based on the provisions of the pertinent Uniform Law. 


- 


’ the questions as directed under each group. 
Group I—Answer all questions in this group. 
NEGOTIABLE INSTRUMENTS 
1 [10] 


a A made and delivered to B his promissory note for $500. Before maturity B 
agreed with C and D to sell them the note for $500, C to advance $300 and 
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D $200. B endorsed the note as follows: “Pay to the order of C, $300 and 
to the order of D, $200." C and D obtained possession of the note but 
failed to pay any part of the consideration to B. Before maturity of the 
note C and D endorsed it for value to E, an innocent party without notice. 
The note not being paid at maturity, E attempted to collect from B, who 
claimed failure of consideration for his endorsement. 
(1) Was E a holder in due course? Why? (2) Did B’s endorsement pass 
title to C and D? Why? (3) Was B’s defense maintainable? Why? 
b A note began with the words: “One year after date I promise to pay, etc.” It 
was signed by Allen, Burt and Carr respectively. The note was not paid at 
maturity and the holder sought payment from Carr, who contended that he 
was not liable until an effort had been made to recover from Allen and then 
against Burt. 
(1) Was Carr correct? (2) Why? 


SALES 
2 [10] 

a Smith sold to Williams a lot of bricks and agreed that the bricks could be 
removed from Smith's yard at any time that suited the buyer. After the 
expiration of a year, Smith notified Williams that he desired to have the 
bricks removed to obtain room in his yard. 

(1) Could Smith compel Williams to remove the bricks? Why? (2) What, 
if any, is the buyer's liability for refusal or neglect to remove the bricks? 
(3) Can the seller charge for storage? When? 

b Allen, having a stock of men’s suits on hand, offered to sell them to Burt at 
$15 each. In the course of the negotiations he said to Burt, “i assure you 
each suit is worth $25.” Relying on this statement Burt purchased the stock 
and paid for it at $15 for each suit. It turned out that none of the suits 
was worth more than $10 and Burt was compelled to sell them at a loss. 
He sought reimbursement from Allen. 

(1) Could he recover? (2) Why? 

c George agreed to sell and deliver to John certain goods on or before the 15th 
day of July. ‘Instead of delivering the whole of the goods, he attempted to 
deliver them in installments, the last installment to be delivered on July 15. 
John refused to.accept the goods. 

(1) Was he required to accept the goods? (2) Why? 


CONTRACTS 
[10] 
a On December 1, 1948, the Jones Co. and a labor union entered into a contract 
. whereby the Jones Co. agreed to pay, thereafter, wages at a specified rate 
to its employees who were members of the union. Smith, a member of the 
union employed by Jones Co. for many years at a lesser rate, was ignorant 
of the terms of the contract and’continued at the old rate. On May 1, 1949, 
Smith was informed of the terms of the labor union contract and then sued 
the Jones Co. for the difference between the wages he had received from 
December 1, 1948, and the wages specified in the labor union contract. The 
Jones Co. contends that it is not liable to Smith as he was not a party to 
the contract. 
(1) Is the Jones Co. liable to Smith? (2) Why? 

b Burns, a contractor, entered into a contract to construct a house for Allen 
for $10,000. The next day Burns was hit by an auto, seriously injured and 
thereafter died from those injuries. 

(1) Is Burns excused from performance? (2) Explain. 

c Allen deposited $100 to Burt’s credit in a bank at Burt’s direction, in return 
for Burt’s promise to render certain services during the following month. 
The bank failed, whereupon Burt refused to render the promised service. 

(1) What is Allen’s remedy? (2) Why? 


SURETYSHIP 
4 [10] 


a Jones was assistant controller of a corporation whose duties consisted of 
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handling all the funds of a branch office. Smith was the surety. On the 

death of the treasurer, Jones was promoted to the position of treasurer in 

charge of all the corporation’s finances at the main office. The surety was 
not informed of Jones’s promotion. Jones thereafter defaulted. 

1) Is Smith, the surety, liable for this default? (2) Why? 

b Smith was surety on a contractor’s bond for the payment of workmen’s 
wages. The contractor defaulted and became bankrupt. Smith paid the 
wages and filed a claim in the contractor’s bankruptcy for priority to which 
the contractor’s workmen would have been entitled. 

(1) Is Smith, the surety, entitled to preference? (2) Why? 

c A contractor assigned to his surety the amounts due from Carr and all his 
equipment and materials, the assignment to become effective if the con- 
tractor defaulted, and the surety was compelled to complete the work for 
Carr. The contractor defaulted. The surety completed the contract with 
Carr and then sold the equipment. The amount received by the surety from 
Carr and from the sale of the equipment was in excess of the surety’s 
expenditures. 

(1) Can the contractor recover this excess? (2) Why? 


AGENCY 
[10] 

a Allen, a traveling salesman for Peters, a New York wholesaler, on his first 
trip obtains an order for the sale of goods to Thomas which he sends to 
Peters, who accepts the order and sends the goods to Thomas. On his 
second trip Allen again calls on Thomas who pays Allen the amount pay- 
able for goods previously sold. 

(1) Has Allen authority to collect or receive such payment? (2) Explain. 

b Asa is employed as bookkeeper and paymaster in the office of Paul’s factory. 
A bill is presented for payment at a time when there is not sufficient money 
on hand to pay it. Without consulting Paul, who can be reached only with 
considerable difficulty, Asa borrows money in Paul’s name at the bank. 

(1) Was Asa’s act authorized by reason of his position? (2) Explain. 

c Patrick directs John, his agent, to purchase for him 10 shares of the X Com- 
pany at $100 a share. John, having such shares on hand and being unable 
to obtain them elsewhere, conveys 10 shares of the X Company to Patrick. 
On receiving notice from John, Patrick rescinds the transaction. The stock 
in the meantime declined 10 points. 

(1) Can Patrick rescind the transaction? (2) Explain. 


Group II—Answer five questions from this group. 3 


TRUSTS 
6 [10] 

a Jones deposits $1,000 of his own money in a savings bank and directs that 
the account be made out “Jones in trust for Allen” but reserves the right 
to withdraw any part of the deposit at any time for his own use. There- 
after, he tells Allen, his nephew, about the account. Jones dies intestate. 
The administrator of his estate and Allen both claim the funds in this bank 
account. 

(1) Who is entitled to these funds? (2) Why? 


b A corporation kept two bank accounts, one to pay wages of its employees 
which was designated “Special Trust Account,” and the other for all other 
purposes. The treasurer, acting in accordance with the resolutions of the 
directors, on each pay day deposited in this “Special Trust Account” a sum 
sufficient to meet the total pay roll and then drew and delivered to each 
employee that day a check for his respective pay. At a time when there was 
about $10,000 in this account and checks for that amount outstanding, the 
corporation became insolvent and was placed in the hands of a receiver. 

(1) Who is entitled to the $10,000 credit in this account, the receiver or the 
employees? (2) Why? 
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BAILMENTS (WAREHOUSING) 
7 [10] 

a A public warehouseman issued warehouse receipts, setting forth the liens 
thereon as required by law, to the owner of whiskey stored in the ware- 
house. The warehouseman became bankrupt. Thereafter, the warehouse 
was sold to another operator at a judicial sale free of all liens against the 
former warehouseman. 

(1) Can the purchaser claim a lien for charges other than those enumerated 
on the outstanding warehouse receipts issued by the former operator? 
(2) Why? 

b A cotton warehouseman issued receipts on which was conspicuously printed 
the word “Negotiable” and which also contained a clause in clear print 
reciting that the cotton was accepted for storage for only one year from 
date thereof. A holder purchased the receipts for value supposing them to 
be negotiable. 

(1) Are such warehouse receipts negotiable? (2) As to the warehouseman, 
does this time clause impair the negotiability of the warehouse receipt? 


(3) Why? 
BANKRUPTCY 
g [10] 
a An insolvent debtor makes a voluntary assignment for the benefit of his 
creditors. 


(1) What is the effect, if any, in relation to bankruptcy of the debtor and is 
there any limitation as to time? 
(2) In the event of bankruptcy of the debtor after making such an assign- 
ment, 
(a) What is the status of the assignment? 
(b) What becomes of the assigned property? 
b (1) Who may become a voluntary bankrupt? 
(2) May a voluntary bankrupt, after discharge, file a new petition? Explain 
as to time. 


9 Write the letters a, b, c, d and e¢ in a column and opposite cach letter write the 
number preceding the alternative that correctly completes the corresponding state- 
ment. [10] 

CoNTRACTS 


a Where an offer in contract is made by mail, the acceptance is legally effective 
(1) when the offeree dictates and signs the letter of acceptance, (2) when 
the offeree deposits his letter of acceptance in the post office or mail box, 
(3) when the offeror receives the letter of acceptance, (4) when the offeror 
reads the letter of acceptance, (5) at some other time. 

b As a general rule a promise in contract results in a legal duty to perform 
because (1) the promise is part of an agreement, (2) the promisor is 
morally obligated to perform, (3) there was a consideration for the promise, 
(4) the promise was in writing, (5) of some other reason. 

e 
SALES 


c In the case of an unconditional contract to sell specific goods in a deliverable 
state, where there is no provision as to when title is to pass, (1) title passes 
when the contract is made, (2) title passes when the goods are delivered, 
(3) title passes when the buyer indicates that the goods are satisfactory, 
(4) title passes when the buyer pays for the goods, (5) title passes at some 
other time. 


SURETYSHIP 


d A surety who has discharged the principal debtor’s obligation is entitled to 
any collateral held by the creditor, because (1) the surety has a right of 
indemnity, (2) the surety has a right of contribution, (3) the surety has a 
right of subrogation, (4) the surety has a right of exoneration, (5) of some 
other reason. 
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NEGOTIABLE INSTRUMENTS 
¢ Where X. the holder of a negotiable instrument, desires to transfer it to Y, 
so that Y can collect the proceeds for him, X should (1) indorse in blank, 
(2) make a special indorsement, (3) make a restrictive indorsement, (4) 
make a qualified indorsement, (5) make a conditonal indorsement, (6) 


indorse in some other way, (7) not indorse. 


10 Write the letters a, >, c, d and ¢ in a column and opposite cach letter write the 
number preceding the alternative that correctly completes the corresponding state- 
ment. 

PARTNERSHIPS 


: In the absence of an agreement as to how losses shall be divided among the 
partners, (1) losses are divided in proportion to capital contributed, (2) 
losses are divided in proportion to services rendered, (3) losses are divided 
equally, (4) losses are divided in the ratio for sharing profits, (5) losses are 
divided in some other way. 

b On January 1, 1949, D is “admitted” as a partner in the long-established firm 
of A. Band C. Therefore, (1) D is responsible for all partnership debts of 
the firm whether incurred before or after Jan. 1, 1949, (2) D is responsible 

only for partnership debts incurred after Jan. 1, 1949, (3) D is responsible 

for all partnership debts except that debts incurred prior to Jan. 1, 1949, can 
be satisfied only out of partnership property, (4) D is responsible in some 


CORPORATIONS 


¢ In connection with dividends payable in cash a corporate liability arises (1) 
when the passage of the dividend resolution is announced at the end of 
the meeting, (2) on the “record” date set forth in the resolution, (3) on the 
“payment” date set forth in the resolution. 

\ State statute provides that a corporation may acquire its own shares by 
purchase only when its net assets exceed its legal capital, and only to the 
extent of such excess. Where a corporation properly acquires some of its 
own shares (1) the shares acquired, at the purchase price, should be shown 
as an asset, (2) the purchase price should be used to reduce the amount of 
capital stock, (3) the purchase price should be used to reduce the total otf 
capital stock and surplus (retained earnings), (4) the purchase price should 
be used to reduce surplus, (5) the. purchase price should be accounted for 
in some other way. 


NEGOTIABLE INSTRUMENTS 
e A promissory note contains a promise to pay $100, (1) with interest, (2) in 
stated installments, (3) with a provision that upon default in the payment 
of an installment the entire balance shall immediately come due, (4) with 
exchange, (5) with an attorney’s fee for collection if not paid at maturity. 
This note does not contain a promise to pay a “sum certain in money” because 
(1) it is payable with interest, (2) it is payable in installments, (3) it contains 
an acceleration clause, (4) it is payable with exchange, (5) of the pro- 
visfon for an attorney's fees, (6) it is payable in pounds, (7) it does 


tain a promise to pay a “sum certain”. 

o (10) in a column and opposite each number write True 
is true or False if the statement is not true. No comments 
\ penalty will be imposed for omissions. — [1] 


(1) In a contract, consideration must be adequate in order to be valid. 


(2) In a contract, consideration is benefit to the promisor. 
(3) A contract to do what one is already under contract with a third person to 
do can bec sidet ion 


(4) A promise can not be sued on unless made to the plaint 


(5) An infant may be an agent. 
(6) An infant may be a principal. 


(7) An agent can not do for a principal acts that he could not do for himself. 
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(8) Things not yet in existence may be the subject of a contract to sell. 
(9) An installment buyer gets no title until he pays in full. 

(10) A statement of opinion may be a warranty. 

12 List the numbers (1) to (10) ina column and opposite each number write True if 
the corresponding statement is true or /alse if the statement is not true. No comments are 
necessary. Answer all parts. A penalty will be imposed for omissions. The statements 
relate to Federal taxes. [19] 

(1) An exemption of as much as $1,800 can be obtained for a dependent—$600 for 
regular exemption, $600 for old age, and $600 for blindness. 
(2) An exchange of one personal residence for another can not result in taxable 


gain. 

(3) A nonbusiness bad debt is fully deductible in the same manner as a business 
bad debt. 

(4) Damage to a personal residence due to the bursting of the heating furnace is 


deductible. 
(5) A corporation realizes no gain or loss on the distribution of its assets in a 
complete liquidation. 
(6) li a corporation issues bonds at a premium, the premium is taxable gain in 
the year the bonds are sold. 
A preterred stockholder’s entire stockholdings are redeemed plus declared 
accumulated dividends. The dividends are taxed as ordinary income. 


~ 


(8) A transter tax is due on all bonds, debentures or certificates of indebtedness 
issued by corporations or individuals. 

(9) If partnership assets are distributed in kind, the holding period for the partner 
includes the period during which the assets were held by the partnership. 

(10) An owner of an apartment house occupies a suite in the house. He sells the 
house with the proviso that he is to live there rent- free. The rental value of 
the suite is income to him each year. 


AUDITING 
Friday, May 20, 1949 — 1.30 to 5 p. m., only 


Answer the questions as directed under each group. 

Group I—The candidate must answer all questions in this group. 

1 [8] 

a In examining securities, give a reason for listing the serial or certificate 
number of the securities. 

b In connection with verification of cash and cash transactions, what purpose 
is served by examining the endorsements on paid checks? 

2 You are making an audit of a client where the records have been found to be 
inaccurate and where no satisfactory internal control exists. In connection with the 
audit you are reconciling the cash transactions for the month of- December 1948 in 
addition to the cash and bank balances as of December 31, 1948. You have determined 
that the client’s reconciliation as of November 30, 1948, is correct. 

The following iniormation is available to you: 


Client's Reconciliation — November 30, 1948 
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$ 2,420.85 
Less—bank service charge for November.......ccccecccccccescseses 9.00 
$ 2,411.85 
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Cash Receipts Book for December 


Cash Payment Record for December 
Decembet 1 Nov. Service charge.. $ 9.00 
$65,300.77 


Cash on hand December 31 amounted to $100.00. The transactions per the Decem- 
ber bank statement, which are correctly recorded by the bank, show that deposits 
amounted to $62,870.92; checks paid amounted to $57,952.03; service charges for the 
month were $10.00; and a charge of $100.00 was made against the account because 
of the return unpaid of a customer’s check. Neither the service charges nor the 
returned check were recorded on the client’s books. The total of outstanding checks 
as of December 31 was found to amount to $4,110.50. 

Prepare appropriate working papers, together with any explanations you consider 
necessary, based on the data given herein. [2°] 

3 Describe five methods that may be employed in the abstraction of (and failure to 
account for) cash receipts in a company that makes both cash and charge sales. 

For each of the above methods, state the internal control procedures you would recom- 
mend in order to prevent the fraud and the audit procedures you would employ to 
discover the fraud. Your internal control recommendations should not be predicated 
upon the existence of controls other than those which you specifically mention in your 
answer. [10] 

4 Describe five methods that may be employed in the making of fraudulent disburse- 
ments 
For each of the above methods, state the internal control procedures you would recom- 
mend in order to prevent the fraud and the audit procedures you would employ to 
discover the fraud. Your internal control recommendations should not be predi icated 
upon the existence of controls other than those you specifically mention in your 
aswer. [19] 

5 A manutacturing company, whose records you are auditing, has $1, 000 ,000 of 
Buildings and $3,000,000 of Machinery on its books. During the year you are covering 
in your audit, additions amounted to $100,000 for Buildings and $500,000 for ML achinery. 
All additions were made through construction orders controlled by a Construction 
Work in Progress account which had a balance of $20,000 at the close of last year and 
$55,000 at the close of this year. Some of the additions were purchased and a number 
were constructed by the company. You are to state in detail the audit procedure you 
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would follow in verification of the fixed asset additions during the year. You may 
assume that your firm made the audit for the prior year. ] 

6 In making an annual audit, state the general principles or factors you would 
consider in determining the extent of a test or sampling verification. [7] 


Group II—The candidate should select questions in this group having a total valuation 
of 30 points and submit answers to only those questions. 


7 State briefly, using an outline form, the principal purposes of preparing and 
preserving audit working papers, [10 

8 [29] A company manufactures a product called MZ which is in process for 
30 days. Its ingredients are a variety of materials which are introduced into the pro- 
duction vats at established intervals. The resultant finished product is a liquid which 
at the completion of the process is drawn off into 100-gallon drums. Of the book 
value of the company’s entire inventory, approximately 20 per cent is material, 75 per 
cent work in process and 5 per cent finished product, all carried at “cost.” 

The company’s records show that work in process is charged with materials put 
into process at cost, computed on the FIFO basis and that a flat charge per vat is 
made monthly to cover all other manufacturing costs which are incurred uniformly 
during the production period. Finished product is charged and work in process 
credited with the value of the liquid withdrawn at a standard cost per gallon. The com- 
pany operates 90 vats, production in which is so staggered that approximately the 
same number of vats can be emptied each day. The company has not made any com- 
putations to support the amount as shown in the work in process account. 

a State what detail records vou would expect the company to maintain for 
controlling and costing this production process. 

b Outline a procedure for verifying the book value of the work-in-process 
inventory at the close of the company’s fiscal year, excluding any consider- 
ation of physical inventory taking. 

c Either prepare an illustration of a worksheet or list the worksheet headings 
that you would use for assembling the principal data to be obtained for 
your verification. 

9 [10] Prepare a questionnaire to be used by assistants on auditing engage- 
ments to determine whether or not the client’s system of internal check is satisfactory 
with respect to (a) loans payable, (h) purchases and the relative disbursements. 

10 How far is an auditor entitled to probe into matters beyond, or before, the 
period which he is engaged to audit, and for what purpose, if any, should he do so? 


PRACTICAL ACCOUNTING—Part I 
Wednesday, May 18, 1949 — 1.30 to 6 p. m., only 


Solve all problems. 
1 The following condensed balance sheets of the A Company, B Company and C 
Company were prepared as of December 31, 1948: 


Item Cuma A Company B Company C 
Investments : 
759% Of © St0ck, 540,200 
Surplus reserve for redemption of bonds.... eee - 
Common stock, $100 par value............. 3,000,000 1,000,000 600,000 


The stock of Company C was acquired by Company B on luaees: 31, 1947, Since 
that date Company C has had total earnings of $28,400 and paid cash ‘dividends of 
$40,000. Caamos B has credited all dividends received to its income wo 

Company A acquired the stock of Company B on December 31, 1948. 
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prepare the journal entries necessary for the preparation of a consoli- 


all supporting computations in good form. [19] 


Robert Sherburn Company issued $3,000.000 of 4% first-mortgage 
er 30, 1940, at 96 and accrued interest. The bonds were dated June 
payable semi-annually; redeemable after June 30, 1945, and to June 
and thereafter until maturity at 102; and convertible into $100 par 


tock as follows: 


of 6 shares for each $1,000 of bonds. 


1948, at the rate of 5 shares for each $1,000 of 


Aiter June 30, 1948, at the rate of 4 shares of each $1,000 of bonds. 


Expenses of issue were $6,360 


ich is to be combined with the premium or dis- 

count and the total is to be amortized over the life of the bonds from date of issue. 

The bonds mature in ten years from their date. The company adjusts its books 

Che following transactions occur in 


I 


nection with the bonds: 


t Jul 1, 194¢ $500,000 of bonds were converted into stock 


b December 30, 1947—$500,000 face amount of bonds were reacquired by pur- 


chase on the market at 99'4 and accrued interest. These were immediately 


c June 30, 1948—The remaining bonds were called for redemption. For the 


taining funds for redemption and business expansion, a 
$4,000,000 issue of 234% bonds were sold at 9834. These bonds were dated 
June 30, 1948, and were due in 20 years. 


You are to prepare in journal form the entries 


necessary for the company in 
connection with the above transactions, 


including monthly adjustments where appro- 


priate, as each of the following dates: 
(1) September 30, 1940 
. 2) December 31, 1940 
(3) July 1, 1946 
(4 December 30, 1947 
(5) June 30, 1948 
3) The Modern Restaurant, an individual proprietorship, keeps no accounting 
records except a check book. You are engaged to prepare financial statements for the 
month of Jat vy, 1949, reflecting the operati results and financial position as com- 
pletely as possibl However, for the purpose of this problem, a complete worksheet 
iv be submitted in Heu of financial statet its if appropriate columns are provided 
for Ir me and Expense, Capital Account and BaJance Sheet. [15] 
Your il is of the checkbook reveals the foll wing: 
Receipts 
$4,112.3 
( 19 
( $5 
\ 25 $434.00 
$5,450.52 
I r tax W gt 
Age Benetit Tax 
) 
I’ 
) 
s (0.A.B ) 117 
] ] l ) 344.77 
aT 


August 


You are to 
7 dated balance sheet 1 business Decem- 
er 1S. Sow 
2 [29] The 
bonds on Septet 
30, 1940; interest j 
; 30, 1947, at 104, 
value common 
; Until June 30, 1945, at the rate i 
From July 1, 1945, to June), rrr 
mds 
| 


The 107th New York Certified Public Accountant Examination 


Your reconciliation of the bank account as of January 31, 1949, shows: 


Deduct—Outstanding checks $ 271.00 
Error occurring. prior to: Jan. 1999666 _18. 00 289.00 


Add—Bank service charges: 


The balance sheet which your client had as of December 31, 1948, was as follows: 


Assets 
Less—Reserve for depreciation. 202.50 1,822.50 
$ 39.02 
Liabilities 
Accrued 1948 Personal Property Taxes—estimated.............0e000- 
Accrued 1948 O.A.B. and Unemployment taxes.............0eeeeeees 
Accrued 1948 anneal Un 


Your investigation reveals that Accounts Payable should have been $81.50 larger 
than stated on December 31, 1948, and that as of January 31, 1949, they amount to 
$703.50. You also discover that as of January 31, 1949, there is a receivable for 
catering service amounting to $75.00. There is an inventory of tobacco and candy at 
January 31, 1949, of $130.00. The proprietor has no record of the inventory as of 
December 31, 1948, but is of the opinion that it was about $75.00. He expects to take 
monthly inventory hereafter. 

You find that the business was opened on January 1, 1948, and that all of the 


December 31, 1948, balance of furniture and fixtures was purchased at that time. 


4 The following questions all deal with Federal Income-Tax Regulations. You 
are to write down the subnumbers in a column and opposite each number you are to 
give the answer. You need not state the question, nor need you furnish any supporting 
computations. [>] 

a Jones owns and operates a small business as an individual proprietor. During 
the taxable year he had the following transactions as to each of which 
you are to state (a) the amount of recognized gain or loss and (b) the 
tax basis of the new asset: 

(1) He exchanged a machine having an adjusted basis of $2,000 for a similar 
machine worth $1,500 and received $300 in cash. 

(2) He exchanged a pleasure car for which he had paid $1,050 and gave 
$1,200 cash for a new pleasure car listed at $1,800. The old car had a 
cash sale value of $900 at the time of the exchange. 

He exchanged < agonesle ss having an adjusted basis of $2,500 and a fair 
market value of $3,500 for a similar machine having a fair market 
value of $3,500. 

(4) He had a machine destroyed by fire. He collected $7,000 insurance and 
immediately ptirchased a similar machine for $8.000. The machine 
destroyed had an adjusted basis of $6,500. 

(5) He sold for $3,000 a machine which had an adjusted basis of $5,000 and 
immediately purchased a similar machine, using the proceeds of the 
sale and $5,000 additional cash. 

to (10) and opposite cach number answer Yes or No to the 

Are the following items generally deductible? 


oe) 


b List the numbers (1) 
corresponding question. 


(1) Fee paid to an employment agency to obtain a position? 


(2) A contribution made to a needy family in your neighborhood? 


) Taxes paid on personal property not used in your business? 
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$ 336.77 
0g 
8.00 
$ 344.77 
$2,839.02 
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i. (4) Taxes on income levied by a state? 
(5) Interest paid on a mortgage on your residence? 
(6) Fee paid to take the C. P. A. examination? 
(7) Expenses incurred by a candidate for election to public office? 
(8) Organization expenses of a corporation? 
(9) Dues paid to a labor union for carrying on the union's labor activities? 
(10) Old-age Benefit tax withheld from your pay by your employer? 


PRACTICAL ACCOUNTING—Part II 


Thursday, May 19, 1949—1.30 to 6 p. m., only 


Solve problems 1 and 2 and either problem 3 or problem 4. 

1 The Rheta Rose Manufacturing Company produces an item which it sells direct 
to consumers under its own brand. The item sells at $12.50 per unit, which is a long- 
established price. Due to a general decline in business activity, sales are currently being 
made at the rate of 5,000 units per month which is only 40% of the normal productive 
capacity of the plant of the company. 

\n analysis of the costs of the company for a recent month, during which only 
4,000 units were produced and 5,000 units sold, shows the following: 


Manufacturing Costs 


$30,000.00 
Selling Costs 
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$23,942.60 
Administrative and General Costs 
$4,222.30 
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An offer has been received from a chain store by the treasurer of the company to 
purchase 5,000 units a month of the products with only immaterial modifications, to be 
shipped and billed to the individual stores. The items would be sold under the store’s 
label and would be packed and shipped as directed by the chain at their expense. They 
offer $7.00 per unit unpacked on the basis of a one-year contract. The management of 
the Rheta Rose Company does not expect that there will be an improvement in the 
business within the next year, and there is no fear that the sale of the items to the 
chain would reduce the present volume of sales to consumers. The company does not 
believe it can afford to accept the offer as it is losing on its present price of $12.50; 
therefore, it appears that losses would be substantially increased by entering into the 
sales contract with the chain. 

The treasurer calls you in to prepare an analysis which will show the result of 
accepting the order in comparison with the result if the order is not accepted. In pre- 
paring your analysis you are to assume that all items of cost are either completely fixed 
or completely variable depending upon the usual dominant characteristic of each item 
and the data given herein. [18] 


2 The operations of a department of a retail store which uses the “Retail Method” 
of inventory determination are given in the figures presented below. You are to set up 
in good form a computation showing the ending inventory at sales price and at cost as 
determined by the “Retail Method.” 


Departmental transfers (debit) —cost 100 
Departmental transfers (debit)—sales price ..........ceecececcceeees 140 
Sales (including sales of $4,460 of items which were marked 


3 [25] You have been called in by a member of the board of directors of the 
Fayetteville Company for advice in connection with a proposed plan of reorganization. 
He provides you with the information that follows, and asks that (a) you prepare a 
statement in good form as it might be expected to appear in a balance sheet prepared 
for publication showing.the capital and surplus of the company as of December 31, 
1947; (b) you prepare a statement showing the condition as it would exist on January 
1, 1948, if the reorganization plan were made effective as of that date; and (c) you 
prepare a statement showing the amount of earnings per share of common stock in 
1947 if the proposed plan could have been in effect as of January 1, 1947. 


The Fayetteville Company is a manufacturer of machine tools. Its business has 
shown wide fluctuations and there have been corresponding variations in profits. For 
a number of years prior to 1946 there had not been any significant average earnings; 
however, for the year 1946 there was a net profit of $942,100. As of December 31, 1946, 
the following statement was prepared: 


$3 Cumulative preferred stock, $50 par value—Outstanding 96,200 shares $4,810,000 
(Dividends in arrears since September 30, 1930) 


Common stock, no-par, outstanding 120,000 shares at assigned value of.. 3,365,473 

Bariied deicit 1,174,280) 


( ) denotes red figure 


A plan of capital adjustment had been worked out during 1946 which was ratified 
by the stockholders and made effective as of January 1, 1947. This plan provided that 
the $3 preferred was to be reduced from $50 par value to $40 par value; that it continue 
to be preferred for $3 per share dividends on a cumulative basis and that it be preferred 
in liquidation at $50 per share and redeemable at the option of the company at $55 per 
share. In settlement of dividends in arrears, the company paid $360,750 cash and issued 
216,450 shares of “B” stock having a par value of $10 per share. The “B” shares are 
nonvoting and are not entitled to dividends. They are redeemable at $20 per share and 
entitled to $20 per share after preferred but prior to common in liquidation. The agree- 
ment under which they are issued provides that a cash redemption fund shall be set 
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up equal to 50% of the yearly net profits in excess of dividend requirements on preferred 
stock. The fund is to be used to purchase and retire “B” stock. “Tenders” are to be 
ained from stockholders, the lowest being accepted. Ii no tenders are received 
hin three months after January 1 of each year, the shares to be retired are to be 
d by lot. The provisions of issue also state that as long as any “B” stock 1s 
no dividends may be paid on common stock. The assigned value of com- 


mon Was also reduced to $600,000. 


surplus created by this restatement of stock was treated in accordance with 
accepted a unting practice. All stockholders accepted the exchange ofter. 


Che operations for the year 1947 resulted in a net profit, after taxes, of $1,631,316. 
Dividends for the full year were paid on the preferred stock. 


It now appears that operations are going to be profitable for an indefinite period 
1 the board tore desires to work out a plan whereby common stock can be 
ut on lividend basis. Preferred is currently selling for $52 per share and “B” stock 


Based on these flues. a plan is under consideration by the board of directors, 
hich it is hoped will enable them to place common ona dividend basis if good earnings 

( 1 I] nian calls for authorizing a 5% debenture issue which will be offered 
to tl pre rred st kholders in e> change tot their stock at ri of $100 of deben- 
t ( yn for each tw _ It is anticipated that 
the 0 on 31 annual dividend basis after the capital adjustments 


share of new 6% preferred which 


iremen 


{ The City of Patwray voted a bond issue for the purpost of constructing a 
moder \ -vstem in a section of the city. The cost is to be borne 10% by general 
r of the city and 90% by assessment against the property in the area of the 


of the close of the fiscal year of 


to be considered > 


February 1, 1948—The city engineer submits to city council an estimate of the cost 
of the project showing a total of $455.000. The council approves the estimate and 
project, subject to voter approval of the necessary bond ‘issue. 

April 1, 1948—A ten-year 4% bor d issue of $460,000 was approved by the voters 
of the city, the proceeds to be used tor the project. 

\pril 10, 1948—A contract for $15,000 covering preliminary planning was entered 
‘nto by the trustees who are carrying out the project. 

April 15, 1948—The assessment roll is ce rtified on the basis of $415,000 due in ten 
equal annual installments starting with May 1, 1949. Interest at 4% per annum trom 
Mav 1, 1948, is to be paid on each installment due date, based on the total assessment 


April 30, 1948—The preliminary plans are completed and an invoice of $13,700 is 
the contractor in full payment. The trustees borrow $25,000 from the 


1 of the city to pay this and other costs. The invoice was paid on May 5, 


1048 
Mav 20, 1948—A contract for construction was entered into at a price of $420,000, 
subject to some possible future adjustments. 
lune 1, 1948—$200,000 of the authorized bonds were sold at 101. The entire issye 
1. 1948, with interest payable December 1 and June 1 each year. 
at the rate of $46,000 per year starting June 1, 1949. 
; A partial payment of $26,100 was made to the contractor, which 
d i the amount due based on percentage of completion. Phe loan trom 
as repaid 
1 048-—The remaining bonds were sold at 98 and accrued interest. 


1948. to December 31, 1948—Payments to the contractor amounted to 
| hheld pending completion. $4,210 of 


n ruction project were paid during the 
i The city paid $2,300 on its part of 


208 


- is to be issued having $100 par value, and five shares of common for each 10 shares ot 
k, all beto the t fund 
- mnprovement 
You are to prepare a balance sheet of the fund as Ss 
the city, December 31, 1948. [¢ | 
out 
August 1, 
$284,400, 10 
costs in connect 
period. The bond 
the cost of the project. : 
- 
528 
Jc 
: 


4 
a 
o 
4 
3 


